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Featured on our cover is Mortimer M. Caplin, the new Commis- 
sioner of Internal Revenue, who took the oath of office on February 
7, 1961. Mr. Caplin brings to the Internal Revenue Service a varied 
and distinguished background in the federal tax field. As a practicing 
tax attorney he knows from experience the problems facing both the 
Service and the tax lawyer in the daily administration of the tax 
laws. He is also a recognized authority on federal tax law as professor 
of law specializing in federal taxes, as the author of numerous tax 
articles for professional journals and as a frequent lecturer before 
meetings of tax attorneys. 


Mr. Caplin was born in New York City on July 11, 1916. He 


received his B. S. degree from the University of Virginia in 1937, 
where he was elected to Phi Beta Kappa and maintained one of 
the highest scholastic records in the university's history. He received 
his LL.B. degree from the University of Virginia Law School in 1940, 
graduating first in the class. While at the law school he was editor- 
in-chief of the Virginia Law Review. 


From 1940 to 1941 he served as law clerk to United States 
Circuit Judge Armistead Dobie, of the United States Court of Appeals 
for the Fourth Circuit. He practiced law with the New York City firm 
of Paul, Weiss, Rifkind, Wharton & Garrison from 1941 to 1950, taking 
time out for military service from 1942 to 1945 as a naval officer. 
From 1950 until the time of his appointment as Commissioner, he 
was professor of law at the University of Virginia Law School. During 
this time he also practiced law as a partner in the firm of Perkins, 
Battle & Minor at Charlottesville, Virginia. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest. reports on pending 
state tax legislation, interpretations of tax laws and other tax information. 


The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Editor, Henry L. Stewart: Wash- 
ington Editor, Lyman L. Long: Business Manager, James L. Jones: Circulation 
Manager, Richara H. Lane. 
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TAX-WISE NEWS 


l T IS PROBABLY WELL to remember, as 
the time draws nigh for the great majority of individual taxpayers to 
file their returns for 1960, that the principal, the primary and the 
ultimate responsibility for all matters in a tax return is upon the 
person whose return it is—the person who signs it. While preparers 
of returns, therefore, have very definite responsibilities in the services 
they perform for taxpayers, they do not—they cannot—relieve tax- 
payers from the principal, underlying responsibility. Nor does en- 
listing the aid of an IRS agent in the preparation of a return cloak the 
finished document with special privilege or immunity. So beware— 
read before you sign; check income items, exemptions and deductions 
before you mail your return. 


Speaking of preparers, one was not guilty of such affirmative con- 
duct as clearly and reasonably gives rise to an inference of an intent 
to evade or defeat taxes, although he prepared a number of returns, 
took “tax money” from clients, exhibiting to them his own check to 
the order of the district director, together with an envelope pur- 
portedly to be used in paying the taxes, but then did not remit the 


money to Uncle Sam.—U. S. v. Mesheski, 61-1 ustc J 9233 (CA-7). 


W HEN IS. GAIN REALIZED? It’s a 
familiar question, and the answer takes on various forms of the state- 
ment “when a transaction is closed.” 


When a transaction is closed, however, has recently been some- 
what dramatically exemplified in the Tax Court’s finding that the gain 
of a public utility company, in a $2 million sale, was realized actually 
before the sale was completed. It was true that most of the purchase 
price was paid down in one year, and the $250,000 balance was put up 
in escrow, pending the curing of some title defects in assets sold. But 
the seller did in fact expend some $41,000—in “curative” matters—in 
its taxable fiscal year following the year of the down payment and 
escrow-opening. Held: All gain factors were known or were ascer- 
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tainable in the year preceding the year in which final sale expenses 
were paid. The deal was therefore closed in that earlier year. Aad 
gain was to be picked up in the earlier year—contrary, apparently, to 
the desires of the seller—Consolidated Gas and Equipment Company of 
America, CCH Dec. 24,635, 35 TC —, No. 73. 


A question so closely related to determining when gain is realized 
that it is almost part of the same question is: “What is my basis?” 
If you should be a contingent remainderman of a trust, and be subject 
to the jurisdiction of the Sixth Circuit (Kentucky, Michigan, Ohio 
and Tennessee), the answer would be that your basis is that of. the 
settlor of the trust. The fact that your interest was merely contingent 
at the time of its creation does not mean that it was not truly 
established at the time the interest originated. And the further fact 
that the settlor of the trust imposed two reversionary conditions upon 
your interest makes no difference. Your basis would be that of the 
settlor because your interest arose, for all practical purposes, by gift. 


In the Sixth Circuit case, corporate stock, which was the corpus 
of the trust, enhanced some ten times in value between the date the 
trust was set up and the date the contingent remainder vested. 
There would have been a huge advantage in the remainderman’s being 
entitled to use a basis determined at the later date, while Uncle Sam 
stood to gain far more in taxes from use of the earlier basis. How- 
ever, one wonders what the Commissioner would say in a case where 
the value of property dropped considerably, and a contingent re- 
mainderman wished to take full advantage of losses by claiming his 
basis was not established at the time his interest vested.—Bacciocco v. 

J. S., 61-1 ustc J 9228. 


As AN ENTERPRISING revenue agent, 
how would you set about reconstructing the income of a motel? How 
about the “bed sheet method,” which has won the approval of the Tax 
Court? You determine, from a linen supply concern, the total num- 
ber of bed sheets rented by the suspect motel during the year. You 
make allowances for personal use, loss, and perhaps less-than-daily 
changes of bed sheets for nontransient guests. You learn the various 
occupancy rates, ascertain the periods of time the motel was in opera- 
tion during the year, throw all the figures onto a worksheet and— 
presto—you have income totals, to be compared with stated amounts 
on tax returns. 


We cannot pass up the opportunity of observing that, while most 
reconstructions of income entail the airing of dirty linen, this is the 
“most.”—Anthony Agnellino, CCH Dec. 24,642(M), T. C. Memo. 1961-22. 


A HUSBAND knew his estranged wife would 
not join him in signing a joint income tax return, which would have 
benefited him. He may have known, too, something about the 


euphonious “tacit consent” rule. Being proper, he signed his own 
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name to a tax return and added his wife’s name, “by” himself. When 
a day of reckoning arrived, the husband did not deny that he had no 
authority to sign his wife’s name, but he pleaded this “tacit consent” 
rule. 


To the husband’s disappointment, the rule with the mysterious 
and pleasant sounding name was no help at all. It is a tool for the 
hands of the Commissioner, alone, and amounts to nothing more or 
less than a presumption of correctness attaching to the Commissioner’s 
determination that a joint tax return has in fact been filed, although 
one signature is missing. Not only was consent—tacit or express— 
lacking in this case, but there was very definite evidence, in the form 
of the husband’s admission, that consent would not be forthcoming. 
What could never be shown affirmatively, therefore, the court reasoned, 
certainly could not be asserted tacitly, even if use of the tacit consent 
rule were available to the taxpayer.—Vincent Hennen, CCH Dec. 
24,658, 35 TC —, No. 84. 


‘THE IRS HAS SWITCHED ITS VIEWS 
on the taxability of sales of animal pelts taken from breeder foxes. It 
now goes along with taxing sale proceeds as capital gain, whereas it 
used to hold out for ordinary income rates.—T. I. R. No. 302. 


Not to be giving too much away, the IRS turned right around and 
called a halt to the issuance of advance rulings—on requests made 
after 1960—as to the taxability of exchanges of enhanced-value securi- 
ties for stock of newly organized investment companies. The most 
logical explanation for this rule is probably that Uncle Sam just 
doesn’t hold with handing out repeated admissions that transactions 
are nontaxable. A number of requests have been made in the last 
year or so, and the advance rulings have in the main been favorable to 
taxpayers.—T. I. R. No. 303. 


Another note of recent IRS action: A caution has been sounded 
to investigate carefully the claimed benefits of tax deductions made on 
behalf of professional seminars. Without saying so, this warning 
would be directed, no doubt, to the likes of a Mediterranean study 
cruise for doctors, which was the subject of a recent Tax Court case. 
(See Reuben B. Hoover, CCH Dec. 24,604; Taxes, February, 1961.) 
There, tax benefits had been advertised for the cruise, but the court 
found that only a very small portion of a claimed educational expense 
was deductible —IR No. 357. 


And a final word: The IRS will not follow the Maurer case, 60-2 
ustc { 9809 (CA-10), which held that an uninsured casualty loss on 
nonbusiness property was deductible as an ordinary loss under Code 
Section 165. The IRS wants to treat noninsured losses in the same 
way as compensated losses, under Code Section 1231—lumping them 
under the heading of “involuntary conversions.” This would neces- 
sitate offsetting a noninsured casualty loss on nonbusiness property 
against capital gains, before winding up with any tax benefit.— 
T. I. R. No. 304. 
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The Mutually Acknowledged Relationship 
of Parent and Child 


Under Inheritance Tax Statutes 


By RUSSEL SHEARER 


The provision of the California inheritance tax law discussed in this 
article also exists in the statutes of other states. The author 

was prompted to study these provisions because of 

certain administrative coyness he encountered with a case involving 

a widowed stepmother of the residuary legatee. Mr. Shearer 

is a member of the San Francisco law firm of Shearer, Thomas & Lanctot. 


HE INHERITANCE TAX LAWS of most states impose the 

lowest tax rate, generally speaking, on parents, spouses, children, 
adopted children and, sometimes, stepchildren. However, the inherit- 
ance tax law of California, in common with those of many other states 
—including Illinois, Michigan, Nebraska, New Jersey and Wisconsin 
—grants this same privilege to an additional class of persons: “A 
transferee to whom the decedent for not less than 10 continuous years 
prior to the transfer stood in the mutually acknowledged relationship 
of a parent, if the relationship commenced on or before the transferee’s 
fifteenth birthday.” * The privilege also applies to the lineal descend- 
ants of such transferees.” 


The writer was led to speculate as to the meaning of this language 
in the case of a decedent’s estate where the decedent was the widowed 
stepmother of the residuary legatee. The property of the decedent’s 
estate had been inherited entirely by her from her husband, the pre- 
deceased father of the residuary legatee. 


The residuary legatee’s natural mother had died and her father 
had remarried when she was ten and the family life had thereafter 





* California Revenue and Taxation Code, Sec. 13,307(c). 
* California Revenue and Taxation Code, Sec. 13,307(d). 
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been an entirely normal one. There 
was evidence that the father consulted 
the stepmother as to the daughter’s 
education, that the stepmother had at 
various times addressed her stepchild 
as “daughter” and, in fact, that in all 
respects the new mother had fitted in 
as such in the family. However, after 
33 years of marriage, the father prede- 
ceased the stepmother and bequeathed 
to her half of his worldly goods. 
During and after her second marriage, 
the stepmother and the residuary 
legatee treated each other as mother 
and daughter; and, in fact, the dece- 
dent described her stepdaughter’s chil- 
dren as her grandchildren in her will. 


If the residuary legatee’s stepmother 
had died intestate, this property, hav- 
ing been acquired from the deceased 
spouse, would have been inherited by 
the children of the deceased spouse— 
to wit: the present residuary legatee.* 
However, the fact that the residuary 
legatee would have been the heir in 
case of intestacy possibly would not 
have determined the class to which 
she belonged for inheritance tax pur- 
poses. 


Nevertheless, it seemed unreason- 
able that, under these circumstances, 
the daughter should be required to 
pay a tax for the privilege of inherit- 
ing her father’s money from her step- 
mother at the rates prescribed for 
strangers. However, in the absence of 
a legal adoption,* under the laws of 
California the only avenue of escape 
from such an injustice appeared to be 
the language which is the subject of 
this article. Did the stepmother and 
the daughter stand in the mutually 
acknowledged relationship of parent 
and child? If they did, it had cer- 
tainly been for a period of ten years, 
and, undeniably, the relationship had 








* Probate Code, Sec. 228. 


“California Revenue and Taxation Code, 
Sec. 13,307(b). 
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commenced prior to the residuary 
legatee’s fifteenth birthday. 


This section of the inheritance tax 
law, which has remained the same 
since the adoption of the present 
scheme of inheritance tax legislation 
in 1905, has never received judicial in- 
terpretation in California. 


The instructions on the California 
Inheritance Tax Affidavit ° appear to 
ignore the provision entirely (as well 
as the provision on adopted children), 
since the affidavit contains this in- 
struction: “Relationship must be by 
blood. except in the case of a surviving 
spouse, son- and/or daughter-in-law ; 
all other beneficiaries who are neither 
spouse nor blood relatives should be 
listed as strangers.” (Form I. T. 22 
(Rev. 7-59), question 9(A).) Nor was 
any enlightenment obtained from the 
Administrative Code, Title 18, which, 
strangely enough, contains no regula- 
tions under Section 13,307. 


At first blush, the phrase “acknowl- 
edged relationship. of parent and 
child”—whether or not qualified by 
the word “mutually”—leads the mind 
inevitably to some of our more famous 
paternity trials and inclines one to the 
assumption that the actual relation- 
ship of parent and child is necessary 
in order to be acknowledged and thus 
to be included in this favored class 
with the lineal descendants. 


However, further consideration of 
the language casts doubt upon this 
assumption almost immediately. The 
statute requires that the relationship 
commence before the transferee’s fif- 
teenth birthday. If the relationship 
commenced then, it did not exist be- 
fore—certainly not at the time of the 
transferee’s birth. The falsity of this 
same assumption again becomes plain 
since there is no requirement that the 


° Form 22. 
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lineal descendants, who are expressly 
and without question entitled to this 
most favored treatment, should be 
legitimate. Furthermore, the fact that 
under the statute the relationship can 
terminate prior to the expiration of 
the ten years indicates that it is some- 
thing other than one ordained by 
nature. 


California Cases 


There are three California cases in 
which the question of the right of a 
stranger in blood to the same treat- 
ment as lineal descendants is consid- 
ered. One is Estate of Radovich, 48 
Cal. 2d 116, 308 P. 2d 14. 


The facts, as stated in the opinion, 
were that “[i]n 1934, when George 
Vukoye (now legally known as George 
Radovich) was 17 years of age, his 
natural parents entered into an oral 
agreement with the decedent, Jack R. 
Radovich, whereby George was to live 
with Jack who promised that he would 
consider George his son and would 
adopt him. George lived with Jack 
until Jack’s death in October, 1953, 
changed his name to George Radovich 
and was publicly acknowledged by 
Jack as his son and the heir to his 
estate. During the time George lived 
with Jack, he worked in Jack’s liquor 
store, conducted himself as a natural 
child and considered himself the son 
of Jack. Jack died intestate without 
having married or leaving issue of his 
body.” (Page 118.) 


The sole question raised was whether 
George could, as an adopted child, 
come within the Class A definition 
under subdivision (b) of Section 
13,307 of the Revenue and Taxation 
Code, which reads: 


“A transferee whose relationship to 
the decedent is that of a child adopted 
by the decedent in conformity with 
the laws of this state, provided such 
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child was under the age of twenty-one 
years at the time of such adoption.” 


The California Supreme Court ar- 
rived at the conclusion that George 
was entitled to the tax benefits of 
being a Class A beneficiary without, 
in effect, deciding whether he was, in 
fact, one of the class described in 
Section 13,307(b), relating to adopted 
children. This occurred because coun- 
sel for the administrators brought a 
proceeding to determine George’s 
heirship in the estate, and in that pro- 
ceeding the probate court determined 
that he was an equitably adopted 
child and entitled to inherit as the 
heir of the deceased Jack. The decree 
of the probate court, to which the 
state controller was not a party, had 
become final. The supreme court held 
that it was binding upon the state 
controller in his determination of the 
tax. There were two dissents. 


While this decision cast no light 
whatever upon the meaning of the 
mutually acknowledged relationship 
of parent and child, it gave hope that 
the law might yet occasionally incline 
to gentleness to a taxpayer. 


In the second case, Estate of Rowell, 
132 Cal. App. 2d 421, a blood daughter 
had adopted children to whom her 
father made bequests. She argued 
that, being a child, she bore the 
mutually acknowledged relationship 
and that, under subdivision (d), her 
adopted children were therefore lineal 
descendants of a mutually acknowl- 
edged child. The court agreed with 
the controller that adopted children 
were not lineal descendants and, fur- 
ther, that a lawful child was not such 
a mutually acknowledged child, be- 
cause it must be presumed that the 
legislature’s only purpose in adding 
subdivision (c). was to provide tax 
exemption for certain children—that 
is, illegitimate children, stepchildren 
and those occupying a position in loco 
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parentis—and that it did not intend to 
include therein natural children who 
were already included in the first ex- 
emption as lineal descendants. 


It might be said that this decision 
is clearly erroneous as to illegitimate 
children, since illegitimate children 
are included in subdivision (a) as 
lineal. descendants, at least as far as 
their mother is concerned, and are 
also included as far as their father is 
concerned if the prescribed evidence 
of paternity exists in the form of a 
written witnessed acknowledgement 
under Section 255 of the Probate 
Code.® 


It is of interest that the statements 
by the court in Estate of Rowell, at- 
tributed to a former controller, are 
the closest thing to an administrative 
utterance in this state which, as far as 
the writer knows, has been printed on 
the subject of this article. 


The third case is Estate of Redmond, 
Coffey’s Probate Decisions, Volume 6, 
page 546, where the rule as to mutu- 
ally acknowledged children is clearly 
stated, and where the decision pur- 
ports to be based upon the rule. 
However, due to the fact that the 
transferee was adopted by the trans- 
feror under circumstances giving her 
the right to exemption as an adopted 
child, it seems that virtually the entire 
decision is obiter dictum.’ 


New York History 


However, there is substantial, com- 
plete and interesting judicial interpre- 
tation of this language in the decisions 
of the State of New York, which 
adopted the first inheritance tax law 
in which this language was contained ; 
and, apparently, the meaning of this 
language was clearly interpreted prior 
to its adoption by California and many 

*Wirringer v. Morgan, 12 Cal. App. 26. 


"This case, possibly because of the fact 
that it was a superior court decision and 
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other states in their various inheri- 
tance tax enactments. 


When New York repealed its in- 
heritance tax law, of which the inheri- 
tance tax laws of most other states 
are either a slavish copy or a reason- 
able facsimile, the result was to repeal 
the statute upon which text writers 
had founded all of their treatises on 
the subject of the inheritance tax law. 
The failure of the states and the 
annotators clearly to label their inheri- 
tance tax laws as having been trans- 
planted from New York is the missing 
link separating the researcher from 
the abundance of judicial interpreta- 
tion of the language of the inheritance 
tax acts which makes the meaning 
of this language clear. 


The final unanimity on the meaning 
of this language was not achieved 
without a considerable amount of judi- 
cial disagreement. 


One of the early decisions was In 
Re Spencer's Estate, 4 N. Y. S. 395 
(1889), where a daughter, with her 
wealthy father’s approval and con- 
sent, went to live with an aunt when 
she was 22 years old. The aunt’s 
companion sister had died. The daughter 
married from her aunt’s house and, 
with her husband, continued to live 
with her aunt until her aunt’s death. 
Although she called her aunt by the 
avuncular salutation and there was 
no public declaration indicating any 
other relationship, it was held that 
because she treated her aunt as her 
parent, because her aunt treated her 
as her daughter and because the house- 
hold relations were conducted on that 
basis, she was a transferee who stood 
in the mutually acknowledged rela- 
tionship of parent and child to the 
testatrix, The same result was reached 
in In Re Estate of Capron, 10 N. Y. S. 


that this aspect of it was clearly dictum, is 
not, in most instances, cited in the An- 
notated Statutes or in the Digests. 
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23 (1890), with relation to three 
daughters of the transferor decedent’s 
husband by a former wife. 


Another one of the early New York 
cases followed the same rule, where 
the facts were most clearly within this 
view of the meaning of the statute 
(In Re Butler’s Estate, 12 N. Y. S. 201 
(1890)). Here the decedent had taken 
a boy, aged two, from an institution 
in Massachusetts under an agreement 
that he would adopt the child. The 
child had lived with him and been sup- 
ported and educated by him for 11% 
years from the time of commence- 
ment of the arrangement until the 
death of the testator. At age eight, 
the transferee had been adopted by 
the decedent under the laws of the 
State of Massachusetts, which the 
court noted were substantially the same 
as the laws of New York with regard 
to adoptions. The court clearly felt 
that the adoption under the Massa- 
chusetts laws had been sufficient to 
make the boy an adopted child with- 
in the meaning of another section of 
the inheritance tax laws. However, 
without so deciding, the court. held 
that the mutually acknowledged re- 
lationship clearly existed and that a 
child was capable at a very early age 
of understanding such a relationship 
and of making it mutual, and it con- 
cluded that the question of the valid- 
ity of the Massachusetts adoption 
under the New York inheritance tax 
law did not need to be decided. 


The reasoning of these first early 
decisions was extremely liberal in its 
broad interpretation of the language 
in question, and it is to be supposed 
that, inevitably, other jurists felt that 
it was too broad and even mistaken. 


There followed a series of decisions 
which tended to erode the boundaries 
of the class of people eligible. In the 
case of In Re Estate of Moulton, 33 
N. Y. S. 578 (1895), the decedent had 
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gone to live with a sister and her two 
daughters after his wife had deserted 
him. He contributed his share of the 
household expenses, but he did not 
support the nieces. The relationships 
were extremely affectionate, but they 
referred to one another as uncle and 
niece. There was no express acknowl- 
edgement or declaration of any inten- 
tion to create a parental relationship. 
The nieces, it is true, cared for him as 
daughters would have when he was 
taken sick, and they took care of his 
affairs for him. There was testimony 
by a neighbor that the relationship of 
father and daughters best character- 
ized the arrangements. However, the 
surrogate held that there was no ac- 
knowledgement, noted particularly that 
there was no support or education of 
the nieces, and concluded that the 
nieces and their mother had accepted 
him into their home rather than he 
taking them into the prescribed rela- 
tionship—pointing out that even if 
such a relationship could be said to 
have commenced, it did not occur 
until the death of the decedent’s sister 
and, under those circumstances, it 
could not have existed for the requisite 
time. It distinguished the facts of 
In Re Spencer's Estate. 


In In Re Hunt's Estate, 33 N. Y. S. 
256 (1895), the Appellate Term of the 
New York Supreme Court appeared 
to insist that a relationship which did 
not exist could not be acknowledged. 


On the other hand, in the case of 
In Re Nichols’ Estate, 36 N. Y. S. 538 
(1895), the supreme court held that 
where children who were strangers to 
the testatrix and to each other were 
taken into her home in early infancy 
and were thereafter supported and edu- 
cated by her and were referred to by 
her as “my children,” they came with- 
in the relationship of mutually ac- 
knowledged children. The court took 
note of the decision in Jn Re Hunt's 
Estate and, by the process of distin- 
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guishing the basic facts in the Hunt 
case, concluded that the reference to 
a blood relationship in the Hunt case 
was obiter dictum; it thus politely 
overruled that portion of that de- 
cision. Its comments on the statutory 
interpretation by which it demon- 
strates the fallacy of the so-called 
dictum are interesting. It points out 
that to restrict the benefits of this sec- 
tion to illegitimate children is to add 
a restriction to the words “any per- 
son” by construing them to mean 
“any person of illegitimate birth” or 
“any person who is a child,” and it 
comments upon the difficulty of a 
child knowing the facts. of its birth 
and thus being able to acknowledge 
them. 


Nevertheless, the tendency to nar- 
row the interpretation persisted. In 
In Re Davis’ Estate, 90 N. Y. S. 244 
(1904), the Appellate Term of the New 
York Supreme Court held that where 
the transferee was a niece and had 
lived with the decedent under all of 
the circumstances of parent and child, 
she was not a mutually acknowledged 
child because (1) they were known 
as uncle and niece, (2) there was no 
acknowledgement of a parental rela- 
tionship and (3) the uncle, inconsistent 
with his duty of support, had used the 
income of a small legacy bequeathed 
to the niece by her grandfather to 
send her to a boarding school. 


Pending the appeal of this case to 
the New York Court of Appeals, there 
followed the decision of In Re Deutsch’s 
Estate, 95 N. Y. S. 65 (1905), where 
a niece went to live with her uncle 
and was married from. her uncle’s 
house, but where her father was still 
living. In that case the court, again 
basing its decision largely upon a lack 
of acknowledgement of any relation- 
ship, concluded that she was not a 
mutually acknowledged child. There 
were, however, two dissents in that 
case. 
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These cases left the interpretation 
of the language which had been pro- 
pounded in the earlier cases of Jn Re 
Spencer's Estate and In Re Capron’s 
Estate in some doubt. However, 
the New York Court of Appeals made 
it clear that the earlier decisions were 
the correct interpretation of the law, 
in the cases of Jn Re Beach's Estate, 
48 N. E. 516, 154 N. Y. 242 (1897), 
and Jn Re Davis’ Estate, 77 N. E. 259, 
184 N. Y. 299 (1906), reversing the 


supreme court’s decision cited above. 


In the Beach case, the transferee 
and her husband went to live with 
the decedent—to whom she was not 
related—when she was 28 years old, 
under an oral agreement that she 
would be regarded as the daughter 
of the decedent and would act toward 
him as a daughter. The relationship 
was, in this case, publicly acknowl- 
edged, since the decedent referred to 
her as his daughter. The lower court 
held against the transferee on the 
basis of the decision in Jn Re Hunt's 
Estate, concluding that this language 
was for the benefit of illegitimate 
children only. The court of appeals 
noted the difficulty of an illegitimate 
child’s having any knowledge of the 
facts of his parenthood, and it re- 
versed the lower court—thereby over- 
ruling the decisions which restricted 
the meaning of this statute because 
of the lack of parental salutations, 
because of the lack of blood relation- 
ship and because of the lack of ex- 
pressed acknowledgement—and held 
that the only question was whether 
the facts indicated a relationship such 
as would exist between parent and 
child. The second of these two deci- 
sions, which reversed the appellate 
division of the supreme court in the 
matter of Jn Re Davis’ Estate, contains 
interesting language which clearly ex- 
presses the true meaning of the statu- 
tory provision. Quoting from the 
decision of Jn Re Beach’s Estate, it 
says: 
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| look for a vast expansion of the 
Nation's economy [in the 1960's]. 
Certainly, the national debt will go 
higher, but the increase in the 
national income will more than offset 
it. . . . lam an optimist, | suppose, 
but the fact is that | regard our 
economy as a machine in accelerated 
motion and, like a bicycle or a 
gyroscope, the faster the motion the 
greater the stability —James A. Farley. 


“The clause, we think, was intended 
to have a broader scope; to include, 
among others, those cases, not infre- 
quent, where a person without off- 
spring, needing the care and affection 
of some one willing to assume the 
position of a child, takes, without 
formal adoption, a friend or relative 
into his household, standing to such 
person in loco parentis, or as a parent, 
and receives in return filial affection 
and service.” 


It notes that since its decision in 
the Beach case, the legislature had 
added the provision to the act that 
the relationship should commence on 
or before the transferee’s attaining the 
age of 15 years. It is interesting to 
note that when this language was first 
adopted in a California inheritance 
tax act (on collateral inheritors) ,* 
there was no requirement that the 
relationship begin at any specific age 
but merely that it continue for ten 
years prior to the decedent’s death. 
The 15-year age requirement was first 
inserted in the act adopted in 1905, 
Statutes and Amendments to the 
Codes (1905), Chapter CCCXXIV, 
page 342. 


Shortly after the decision in Jn Re 
Beach’s Estate, in 1905 the New York 
Legislature again amended this lan- 
guage by adding to it “and provided 
also that the parents of such child 


shall be deceased when such relation- 
ship commenced.” This amendment 
was excoriated by the appellate divi- 
sion of the New York Supreme Court 
in Estate of Wheeler, 100 N. Y. S. 104, 
saying, at page 1046, “I am unable 
to discover any satisfactory reason for 
such limitation” ; and, further, at page 
1046, that “the only conditions that 
ought to be imposed are such as will 
prevent imposition and fraud.” ® 


It is, however, the writer believes, 
illustrative of the type of ill-conceived 
action which so frequently, if not in- 
variably, results from attempts to 
plug so-called “tax loopholes.” A little 
mature consideration, it is submitted, 
would have indicated that injustice 
was certain to follow from this 
amendment, and that it would only 
result in increased tax collections in 
proportion to the number of injustices 
perpetrated. 


I do not think it unfair to suggest 
that the well-meaning people who 
proposed this amendment neglected 
to realize that the amendment elimi- 
nated most stepchildren and all chil- 
dren abandoned by one or the other 
parent—the very classes which one 
would assume would. contain the 
majority of the persons intended to 
be benefited. 


This ill-advised amendment was 
apparently later deleted from the New 
York statute since, in the case of Jn 
Re Downey's Estate, 182 N. Y. S. 223 
(1918), the transferee became the 
stepdaughter of the decedent at the 
age of five and lived with her father 
and stepmother until her marriage 14 
years later. During this time, of 
course, at least one of her parents 
was living, so she would not have 
qualified under the law as amended 
in 1905. As an added broadening of 
the liberal interpretation which the 








* Statutes and Amendments to the Codes 
(1903), Ch. CCXXVIII, pp. 268-269, ap- 
proved March, 1903. 
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*See, also, In Re Harder’s Estate, 108 
N. Y. S. 154 (1908). 
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courts of New York have given to 
this section, the court, in this last 
case, states that the fact that she was, 
at the time of the decedent’s death, 
not only her stepdaughter but also 
her sister-in-law did not affect her 
rights as a mutually acknowledged 
child of her deceased sister-in-law. 


It seems that this history and these 
decisions under the New York in- 
heritance tax laws were clearly adopted 
by the State of California as its law 
and that, even in the absence of official 
promulgations or pronouncements on 
the subject, they constitute the law 
of California so far as this subdivision 
(c) of the Revenue and Taxation 
Code, Section 13307, is concerned. 


The conclusion that we adopted 
these cases is reinforced by the lan- 
guage of the California Supreme Court 
in the case of McDougald v. Lilienthal, 
174 Cal. 698 (1917), where it is said 
of another portion of the California 
Inheritance Tax Law: 


“It may be at once conceded that 
the language lacks the clearness which 


should be found in every law, and 
especially in a law imposing the bur- 
den of a tax. But it is taken bodily 
from the statute of New York, and 
had been construed by the highest 
court of that state before its adoption 


into the law of this state... 
700.) 

This same rule of statutory con- 
struction was recognized by the Su- 
preme Court of Nebraska as to this 
very subsection in the case of Jn Re 
Dowell’s Estate, 149 Neb. 599, 31 N. W. 
2d 745 (1948), where the court held 
that a niece who was taken by an 
uncle and aunt to live with them at 
the time she was three years old, even 
though her father was a man of means 
and still living, stood in the relation- 
ship of a mutually acknowledged child 
where her treatment while she re- 
sided with her uncle and aunt was 
that accorded to a daughter and where 
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Current deductions for additions to 
depreciation reserves on business 
assets purchased in periods 

of lower prices are inadequate 

to cover the costs of 

replacement. This fact is 

irrefutable. As a result, our income 
tax system does not permit businesses 
to deduct amounts sufficient 

to maintain the level of 

their existing investment in plant 

and equipment. Businessmen are 
forced into this tax squeeze at a time 
when it is vital 

that we increase the rate of 
economic growth in our economy. 
—Senator Vance Hartke. 


her demeanor toward them that of 
a daughter. The court remarked, in 
disposing of the somewhat tired as- 
sertion of the necessity of illegiti- 
macy in order to benefit taxwise, 
Saying of its contrary construction 
of the statute that “[t]his construc- 
tion of the statute has been generally 
adopted by the courts of the state of 
New York from which state our stat- 
ute was taken.” (Page 747.) Beach’s 
Estate, Spencer's Estate. and Capron’s 
Estate were cited, and the court con- 
tinued, saying that “[i]n the absence 
of an express contrary intention, the 
adoption of a statutory provision from 
another state ordinarily carries with 
it the construction placed upon it by 
the courts of such other state.” 


Before summing up the conclusions 
to which. this research has led the 
writer, there are some other decisions 
which provide interesting side lights 
upon the interpretation of this lan- 
guage, even though their effect is only 
cumulative. 


The Court of Appeals of New Jer- 
sey, in the case of Hart v. Neeld, 21 
N. J. 479, 122 A. 2d 611 (1956), im- 
poses some limits by insisting that a 
child cannot have more than two par- 
ents, even of the mutually acknowl- 
edged variety. In that case, the decedent 
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was the aunt of the transferee. The 
transferee’s mother and aunt had lived 
together before and after the mother’s 
marriage. The transferee’s father had 
died in her infancy, and the mother 
and aunt continued to act virtually 
as a unit im loco parentis to her, How- 
ever, the transferee’s mother died, and 
the transferee, as a lineal descendant, 
inherited a substantial amount of money 
from her mother at appropriate tax 
rates for children: The Court of 
Appeals of New Jersey stated that 
she could not have her aunt as a sec- 
ond mother, nor would it accept the 
transferee’s alternative argument that 
her aunt, being the more dominant 
sister, should be regarded as the father 
in order to produce a second, or should 
we say a third, exemption. 


A more unusual case is found in the 
facts stated in the decision of the 
Supreme Court of New Jersey in Jn Re 
Rogers’ Estate, 105 A. 2d 28 (1954). 
In that case, the transferee asserted 
that she was entitled to be recognized 
taxwise either as the illegitimate child 
of the decedent or as a child to whom 
the decedent stood, for the requisite 
period, in the mutually acknowledged 
relation of a parent. Noting that the 
taxable amount involved approximated 
$1 million, the supreme court said of 
the transferee: 


“Rather than expel the scent of 
gold from her nostrils and forego a 
claim for this relatively inconsequen- 
tial monetary advantage, leaving the 
memories of her deceased mother and 
of her affectionate and generous bene- 
factor unsullied, Josephine preferred 
the endeavor to establish that her 
mother, Mrs. XXXX, had been an 
adulteress, the husband, Mr. XXXX, 
a cuckold, and the decedent a seducer.” 
(Page 29.) 


Thereafter, the court proceeded to 
examine the affidavits which the trans- 
feree adduced to prove the truth of this 
deplorable state of affairs. It viewed 


Inheritance Tax Statutes 


the lady’s opportunity to know whereof 
she spoke in a dubious manner, and 
it concluded that the presumption of 
legitimacy was supported by some 
evidence and was certainly not over- 
come by the lady’s testimony. How- 
ever, it went on to consider whether 
or not the lady was within the mu- 
tually acknowledged relationship with 
the decedent, and it concluded that 
her evidence in that regard, which es- 
tablished her in the role of a daughter 
in the unconventional ménage was ir- 
refutable—apart from the possibility 
that full credibility should not be 
ascribed to it. It, however, concluded 
that in the absence of any contradic- 
tion it could not be rejected as essen- 
tially incredible, saying that “[t]o do 
so in the absence of some definitely 
influential reason, we think would be 
fickle.” Also, possibly not being en- 
tirely satisfied with that conclusion, 
it carefully mentioned certain photo- 
graphic evidence, which it clearly 
found more persuasive. 


A reading of this opinion is worth- 
while, and it gives proof that the Su- 
preme Court of the State of Michigan 
is not the only nesting place of liter- 
ary jurists. 


By way of answer to the court’s 
critical language, one might suggest 
that this unfortunate litigant and her 
counsel could well have been in the 
same unenlightened condition in which 
the writer found himself before he 
stumbled over the early family his- 
tory of the repealed New York stat- 
ute. It might further be assumed that 
even if counsel for this lady were not 
so uninformed, he or they might have 
envisaged the possibility that the in- 
heritance tax authorities of the State 
of New Jersey would take the posi- 
tion of the earlier New York decisions, 
requiring claimants to assert and prove 
illegitimacy, and have therefore been 
of the opinion that the assertion and 
proof of this fact was the financially 
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prudent approach to the inheritance 
tax question involved. 


In an Illinois case, People v. Moczek, 
95 N. E. 2d 428 (1960), the illegiti- 
mate daughter of a mentally deranged 
maid was the transferee. The maid, 
after the illegitimate birth, continued 
to serve the transferor husband and 
his wife and stoutly resisted offers of 
the transferor to adopt the girl. How- 
ever, the girl was treated, supported 
and educated as the daughter of the 
decedent would have been. The case 
turned particularly upon a require- 
ment of the Illinois statute that one 
of the parents of such person should 
have been deceased when the rela- 
tionship commenced. There was evi- 
dence (hearsay, it is true) that her 
natural father had been killed in World 
War I, and that her mother had pri- 
vately named him as the father. How- 
ever, there was no competent evidence 
that he her father or that the 
person who might have been her father 
was in fact deceased ;,and, of course, 
her mother, the other parent was still 
alive. The Illinois court held that 
under such circumstances the unknown, 
or no longer existent, father would 
be included within the statutory lan- 
guage as a deceased father. 


was 


The Supreme Court of Michigan, 
in the case of Jn Re Gay's Estate, 310 
Mich. 226, 17 N. W. 2d 163 (1945), 
held, in the absence of any express 
conferral by the statute of the ac- 


knowledged child’s rights upon his or 


her descendants, that a_ transferee 
who stood in the acknowledged re- 
lationship of a grandchild to the trans- 
feror was not within the meaning of 
the statute; a holding which is justi- 
tied by a strict construction of the 
language, although somewhat con- 
trasting with the philosophy of the 
Illinois Court. 


Conclusion 


It is the writer’s conclusion that 
apart from the statutory requirements 
as to the time of the commencement 
of the relationship and the time of its 
duration, all that is necessary to its 
establishment is evidence of the con- 
duct of the transferee and the trans- 
feror to each other in the manner 
and condition. of parent and child; 
that all other circumstances—includ- 
ing the existence of a blood rela- 
tionship and the requirements that 
the natural parent or parents be de- 
ceased (in the absence of statutory 
language), that the transferee and 
transferor address each other in a 
manner descriptive of the relation- 
ship or that the transferee or trans- 
feror make any public declaration— 
are entirely immaterial; and that the 
language of the supreme court in 
the case of Beach’s Estate, quoted above, 
and quoted with approval in Davis’ 
Estate,’° is clearly an accurate state- 
ment of the law of California as adopted 
with this section of the code “ by our 


legislature. [The End] 





“The surrender of the Inheritance Tax 
Department of the State of New York to 
this point of view is recorded in its regula- 
tions in a somewhat haphazard and incom- 
plete statement of the factual circumstances 
upon which it had been defeated while it 
was endeavoring to narrow the interpre- 
tation of this section. See Gleason and 
Otis, Inheritance Taxation (4th Ed., 1925), 
pp. 861-862, quoting from the regulations: 

“Article 17, Rates of tax. 


“In order for a beneficiary to establish 
his status as a mutually acknowledged 
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child, the relationship must have begun at 
or before the fifteenth birthday and be con- 
tinued for ten years thereafter. Law, Par. 40. 

“One occupying the position of a mu- 
tually acknowledged child need not be re- 
lated by blood to the transferor. 

“A transfer to the issue of a mutually 
acknowledged child is taxable in Class. C. 

“Tf the transferee is a mutually acknowl- 
edged child of the transferor the fact that 
she subsequently marries the transferor’s 
brother does not affect her taxable status 
in Class B.” 

™ Revenue and Taxation Code, Sec. 13307 (c). 
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The Overlap of Section 481 
and Sections 1311 to 1315 


By PHILIP MULLOCK 


There is an overlap between Section 48 1 adjustments required by changes 
in accounting methods—and Sections 1311-1315 

—adjustments because of error, etc. This article is a follow-up to the author's 
article in the August, 1960 issue of TAXES. He is assistant 

professor of law at Mercer University in Macon, Georgia. 


¢¢yT IS THE ESSENCE of any system of taxation that it should 
I produce revenue ascertainable, and payable to the government, 


at regular intervals.” * 


Thus the annual accounting concept, grounded on administrative 
convenience and fiscal necessity, is ingrained in the tax law. And in 
accounting for their income each year, taxpayers are required to do so 
on a consistent basis.2. As the Tax Court has pointed out: “The 
consistency required of taxpayers in reporting their income 
results .. . in the long range consequences being no different under 
one system than under the other.” * When, therefore, a consistently 
used method is changed, transitional problems are bound to arise. 
The Code attempts to solve these problems in Section 481.* 


Giving added significance to the annual accounting concept is the 
notion of repose embodied in statutes of limitations. Inevitably there 
has to come a time when the annual accounting period must be con- 
sidered closed. This point in time is found in the various sections of 
the Code dealing with limitations.’ These sections, based also on 
necessity, can often result in serious hardship either to the taxpayer 
or to the Commissioner. It was for the purpose of mitigating the 

* Burnet v. Sanford & Brooks Company, 2 ustc J 636, 282 U.S. 359 (1931). 

* Reg. Sec. 1.446-1(a)(2); Sec. 1.446-1(c) (2) (ii). 

* Geometric Stamping Company, CCH Dec. 21,740, 26 TC 301 (1956). 

*Mullock, “A Change in Accounting Method,” 38 Taxes 607 (1960). 

°1954 Code Secs. 6501-6504 (assessments and collections), Secs. 6511-6515 
(credit or refund) and Secs. 6531-6533 (judicial proceedings). In addition, the 
limitation periods applicable in certain special situations are provided for in the 
substantive parts of the Code. For example, the length of time a net operating 
loss may be carried forward is set out in Sec. 172; in the case of a corporate 
change of ownership, it is necessary to refer to Sec. 382; within Subtitle F, 
Sec. 6511(d). provides a special limitation period for. refund claims based on 
deductions for worthless securities or bad debts. 
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harsh and iniquitous operation of the 
statutes of limitations that the prede- 
cessor of Sections 1311 to 1315 was 
enacted.® 


Section 481 and Sections 1311 to 
1315 deal with what are essentially 
no more than different aspects of the 
timing problem caused by the annual 
accounting concept. A certain amount 
of overlap between the sections would 
therefore seem inevitable. It is with 
this overlap that we are here con- 
cerned. And to appreciate its extent 
and significance we must first examine 
the statutes themselves. 


SECTION 481 


Whatever method of accounting is 
used by the taxpayer, it must clearly 


reflect income.’ In applying this test, 


the main emphasis is placed on year- 
to-year consistency.* Consequently, a 


taxpayer who wishes to change his 
method of accounting must first se- 
cure the Commissioner’s consent.? The 
latter, as a condition to such consent, 
may require certain adjustments to be 
made in the year of change so as to 
prevent income or expenses from be- 
ing included or deducted more than 
once or to prevent their omission en- 
tirely."° This was the rule under the 
1939 Code * and is still the rule today. 


Where the change in accounting 
method was involuntary, that is, re- 
quired by the Commissioner in order 
that income be clearly reflected, the 
position was different: To be sure, 
the 1939 Code: regulations permitted 


* 1939 Code Sec. 3801. 

* 1954 Code Sec. 446(b). 

® See footnotes 2 and 3. 

* 1954 Code Sec. 446(e). 

” Reg. Sec. 1.446-1(e) (3). 

™ Regs. 111, Sec. 29.41-2. 

2 See footnote 11. 

* William Hardy, Inc. v. Commissioner, 


36-1 ustc J 9115, 82 F. 2d 249.(CA-2). 
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the Commissioner to require a change 
if the method did not clearly reflect 
income.** But neither the Code nor 
the regulations allowed the Commis- 
sioner to make adjustments which, 
had the change been voluntary, he 
could have insisted upon as a condi- 
tion precedent to his consent. This 
gave rise to problems when the tax- 
able year preceding the year of change 
was closed. 


At first the courts permitted the 
Commissioner to make adjustments in 
the year of change where the prior 
year was closed, even though this re- 
sulted: in bunching more than one 
year’s income into the year of change.** 
A split in authority then developed, 
and culminated in the Second Cir- 
cuit * overruling its earlier decision 
which had. permitted the Commis- 
sioner to bunch income into the year 
of change. Thus, where the change 
was involuntary, the fact. that the 
prior year—to which income was 
properly attributable under the new 
method—was closed no longer justi- 
fied bunching such income into the 
year of change merely because it 
would otherwise escape taxation en- 
tirely.*° Presumably, this did not war- 
rant making an exception to the an- 
nual accounting concept. Section 481 
was enacted to deal with this situa- 
tion.. Where the change was volun- 
tary, the bunching of income that 
occurred in the year of the change 
frequently resulted in an_ especially 
heavy tax burden. In the case of in- 
voluntary changes, income was escap- 
ing taxation entirely.*® 


* Cornelius J. Dwyer v. Commissioner, 53-1 
ustc § 9320, 203 F. 2d 522 (CA-2). 

® David W. Hughes, CCH Dec. 20,257, 22 
TC 1 (1954); Textile Apron Company, CCH 
Dec. 19,958, 21 TC 147 (1953); D. E. Alex- 
ander, CCH Dec. 20,317, 22 TC 234 (1954). 

*H. Rept. 775, 85th Cong., Ist Sess. 
(1957), pp. 19-21, 69-71; S. Rept. 1983, 85th 
Cong.,.2d Sess. (1958), pp. 44-49, 159-165; 
H. Rept. 2632, 85th Cong., 2d Sess. (1958), 
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Section 481 was first introduced into 
the law with the 1954 Code. It pro- 
vided that in the event of a change in 
method of accounting, adjustments 
were to be made in the taxable year 
of the change in order to prevent 
items from being duplicated or 
omitted. If the adjustments increased 
taxable income for the year of the 
change by more than $3,000, the re- 
sulting increase in tax was subject to 
two alternative limitations. But no 
adjustment could be made with re- 
spect to an item properly allocable 
under the new method to a taxable 
year coming under the 1939 Code. 
The Technical Amendments Act of 
1958 ** made extensive changes. While 
retaining the general rule of Section 
481(a), an amendment was added per- 
mitting adjustments to be made in 
the year of the change with respect to 
items relating to 1939 Code years as 
well as 1954 Code years where the 
change was voluntary."* In addition 
to the two alternative limitations on 
the increase in tax for the year of the 
change,’® provisions were in- 
serted to provide for the spread for- 
ward over a ten-year period of certain 
of the adjustments required in the 
case of a voluntary change.”’ It will 
be observed that the amendments are 
aimed primarily at the voluntary 
change. Where the change is invol- 
untary, the taxpayer. will fare no 
differently. 


new 





(Footnote 16 continued) 

pp. 25-26; H. Rept. 1337, 83d Cong., 2d 
Sess. (1954), pp.. 50, A164-A165; S. Rept. 
1622, 83d Cong., 2d Sess. (1954), pp. 65-66, 
307-309. 

* Sec. 29, 72 Stat. 1606 (1958). 

*1954 Code Sec. 481(a)(2): “. 
except there shall not be taken into account 
any adjustment.in respect of any taxable 
year to which this section does not apply 
unless the adjustment is attributable to a 
change in the method of accounting initiated 
by the taxpayer.” H. Rept. 775, 85th Cong., 
Ist Sess. (1957), p. 20; S. Rept. 1983, 85th 
Cong., 2d Sess. (1958), _p. 45. And see the 
examples in Reg. Sec. 1.481-2(d). 
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Statutory Scheme 


The taxable year in which the ac- 
counting method is changed must be 
a year to which the 1954 Code ap- 
plies.2* Generally the change will re- 
quire accounting reallocations. Some 
items accounted for in the year of 
change under the old method will be 
properly attributable to prior years 
under the new method; others ac- 
counted for in prior years under the 
old method will be properly attributable 
to the year of change under the new 
method. If they are still open, there 
would seem to be no bar to adjusting 
the prior years affected without re- 
course to Section 481.** But if any 
such prior year is closed, then Section 
481 requires the adjustment to be 
made in the year of change. 

In the case of an involuntary change, 
only those adjustments necessitated 
by the change which relate to prior 
closed years falling under the 1954 
Code are to be taken into account in 
the year of change; any adjustments 
which relate to 1939 Code years are 
to be ignored.** This is so regardless 
of the total of the net adjustments and 
whether or not such total increases or 
decreases taxable income in the year 
of change. In other words, no adjust- 
ment can be made to taxable income 
in the year of an involuntary change 
on account of items properly allocable 
under the new. method to taxable 
years covered by the 1939 Code. Such 





* 1954 Code Sec. 481(b)(1) and. (2). 

* 1954 Code Sec. 481(b) (4). 

* Beginning after December 31, 1953, and 
ending after August 16, 1954. See 1954 
Code Sec. 7851(a)(1); Sec. 29, 72 Stat. 1606 
(1958). 

* This, of course, is merely a conclusion 
deduced from the stated purpose of the 
statute to obviate the problem created by, 
for example, the Dwyer case, cited at foot- 
note 14. S. Rept. 1622, 83d Cong., 2d Sess., 
p. 307. 

* See footnote 18. 





items cannot be bunched into the year 
of the change if the change is involun- 
tary. Where the change is voluntary, 
the situation is different. All adjust- 
ments necessitated thereby must be 
taken into account in the year of 
change. The prior closed years to 
which items are properly allocable 
under the new method or were prop- 
erly allocable under the old method 
can be both 1954 and 1939 Code years.** 


Subject then to the restriction to 
1954 Code years where the change is 
involuntary, all. items which cannot 
by reason of the statute of limitations 
be reallocated to their proper -year 
under the new method must be bunched 
into the year of change. If the net 
effect of the adjustments is to increase 
taxable income of the year of change 
by $3,000 or less, or to reduce it by 
any amount, there is no limitation on 
the consequent increase or decrease 
in tax. On the other hand, if the net 
effect of the adjustments is to increase 
taxable income of the year of change 
by more than $3,000, the statute 
places certain limitations upon the 
resulting increase in. tax: 

(1) The three-year allocation rule ** 
limits the increase in tax for the year 
of change to the aggregate of the in- 
creases in tax which would result if 
the adjustments were included rate- 
ably in the year of change and the 
two preceding taxable years. 

(2) Under the new accounting 
method allocation ** the taxpayer must 





* See footnote 18, 

* 1954 Code Sec. 481(b) (1). 

*° 1954 Code Sec. 481(b) (2). 

* The increase in tax attributable to the 
adjustments (other than those to which Sec. 
481(b)(4) applies) made in the year of the 
change cannot exceéd the lesser of (1) the 
tax attributable to taking the adjustments 
into account in computing taxable income 
for the taxable year of the change or (2) 
the tax attributable to the adjustments com- 
puted under Sec. 481(b)(1) or (3) the tax 
attributable to the adjustments computed under 
Sec. 481(b)(2).. 1954 Code Sec. 481(b). 
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establish from his books and records 
what his taxable income would have 
been under the new method for one or 
more consecutive taxable years next 
preceding the year of change. The 
increase in tax for the year of change 
is then limited to the increases in tax 
which would have resulted had in- 
come been so computed. These limita- 
tions apply whether the change is 
voluntary or involuntary.” 

(3) A third limitation softening the 
impact of the adjustments made in 
the year of change is the ten-year 
spread forward rule.** This applies in 
the case of a voluntary change only, 
provided (a) the actual adjustments 
required to be bunched into the year 
of change increase taxable income by 
more than $3,000 and (b) the adjust- 
ments which would have been re- 
quired had the change been made in 
the first taxable year coming under 
the 1954 Code would also have in- 
creased taxable income for that year 
by more than $3,000. In such a case, 
so much of the actual adjustments, 
(a), as is equal to (b) is to-be spread 
over a ten-year period commencing 
with the year of change; any balance 
of the actual adjustments, (a), is 
bunched into the year of change. If 
the balance exceeds $3,000, the first 
two limitations noted above will apply 
thereto.” 

The effect of the statute is that 
items of income and deductions can 
no longer be omitted or duplicated 





** 1954 Code Sec. 481(b)(4). The taxable 
year of the change must begin before Janu- 
ary 1, 1964; see Sec. 481(b)(4)(D). 

* 1954 Code Secs. 481(b)(1)(B) and 481 


(b)(2)(A); Reg. Sec. 1.481-4. Note, also, 
that in situations to which Sec. 481(b)(4) 
applies, the taxpayer may nevertheless avoid 
the ten-year spread forward by electing 
under Sec. 481(b)(6) to. have the total 
adjustments required by Sec; 481(a)(2) 
taken into account’ in the year of ‘change. 
The resulting increase in tax is then subject 
to the limitations of Sec. 481(b)(1) and (2). 
As to the election, see Reg. Sec. 1.481-4(d). 
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when the taxpayer’s method of ac- 
counting is changed. Where the 
statute results in bunching into the 
year of change more than $3,000 of in- 
come, properly allocable. under the 
new method to prior closed years and 
under the old method to the year of 
change, the burden on the taxpayer 
is eased by providing for limitations 
on the consequent increase in. tax. 
Though somewhat complicated in its 
mechanics, Section 481 is a definite 
step forward. 


SECTIONS 1311 TO 1315 


The events leading up to the original 
inclusion of this statute in the 1939 
Code have already been comprehen- 
sively reviewed.*® It will suffice here 
to note that the stated intention of 
Congress ** was to. obviate, in speci- 
fied situations, the unfair benefit 
which could be obtained by assuming 
an inconsistent position and then tak- 


ing shelter behind the statute of limi- 
tations. For example, it may be 
“determined” within the meaning of 
the statute that an item of expense is 
properly deductible in, say, the tax- 
able year 1958. If the taxpayer has 
already claimed the item as a deduc- 
tion in 1957, which is closed at the 
time of the determination, he will 
obviously have obtained an unfair 
benefit due to the operations of the 
statute of limitations. Under Sections 
1311-1315 the bar of the statute of 
limitations would be lifted to permit 
assessment of a deficiency for the year 
1957, because the determination with 
respect to the year 1958 would have 
adopted a position maintained by the 
taxpayer which was inconsistent with 
the erroneous deduction in 1957. 


In such situations, the principles— 
variously designated as estoppel, quasi- 
estoppel, recoupment and _ set-off—had 
been tried and found wanting.*?. More- 





” Maguire, Surrey and Traynor, “Section 
820 of the Revenue Act of 1938,” 48 Yale 
Law Journal 509, 719 (1938). See, also, 
Rothe, “A Comparison of the Basis Provi- 
sion of 1939 Code Section 3801 with the 
1954 Law,” 35 Taxes 97 (1957); Kent, 
“Mitigation of the Statute of Limitations in 
Federal Tax Cases,” 27 California Law Re- 
view 109 (1939); Landman, “Tax Relief 
from the Statute of Limitations,” 5 Tar 
Law Review 547 (1950); Burford, “Basis of 
Property After Erroneous Treatment: of a 
Prior Transaction,” 12 Tax Law Review 365 
(1957); Holland, “Tax Consequences of 
Inconsistent Positions—A Review of. Sec- 
tion. 3801,” Proceedings of New York Uni- 
versity Tenth Annual Institute on Federal 
Taxation (1952), p. 807; Goetten, “3801 
Brought Up to Date,” Proceedings of New 
York University Thirteenth Annual Institute 
on Federal Taxation (1955), p. 1119; Maguire 
and Zimet, “Hobson’s Choice and. Similar 
Practices in Federal Taxation,” 48 Harvard 
Law Review 1281 (1935); Plumb, “The 
Problem of Related Taxpayers— A Proce- 
dural Study,” 66 Harvard Law Review, 225 
(1952); Comment, “Mitigation of the Stat- 
ute of Limitations in Federal Taxation,” 
1 U.C. L. A: Law .Review 60 (1953); Note, 
“Recent Cases,” 70 Harvard Law Review 
1483 (1957); Note, “Section 820: Equity in 
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the Administration of the Revenue Act,” 
39 Columbia Law Review 460. (1939);. Com- 
ment, “Mitigation of Effect of Statute of 
Limitations Under the Income Tax Laws,” 
27 Texas Law Review 818 (1949); Note, 
“The Emerging Concept of Tax Estoppel,” 
40 Virginia Law Review 313 (1954); Note, 
“Relief from the Statute of Limitations ip 
Tax Cases Under Section 3801,” 40 Virginia 
Law Review 773. (1954); Note, “Recoupment 
in Federal Taxation: When Does It Apply?” 
44 Virginia Law Review 981 (1958); Austin, 
Surrey, Warren and Winokur, “The Internal 
Revenue Code of 1954: Tax Accounting,” 
68 Harvard Law Review 257 (1954); Anno- 
tation, 54 A. L. R. 2d-538; Note, “Sections 
1311-15 of the Internal Revenue Code: Some 
Problems in Administration,”. 72 Harvard 
Law Review 1536 (1959); Note, “Problems 
Arising from Changes in Tax Accounting 
Methods,” 73 Harvard Law Review 1564; 
Mullock, “A Change in Accounting Method,” 
38 Taxes 607 (1960). 

*S. Rept. 1567, 75th Cong., 3d 
(1938), p. 49; 1939-1 CB 815. 

#S. Rept. 1567, 75th -Cong., 3d Sess. 
(1938), p. 49; 1939-1 CB 815; 48 Yale Law 
Journal 509. Tax estoppel, for instance, 
involves a false or malicious concealment of 
a material fact but not of law by one party 


Sess. 
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over, the taxpayer may assert tax 
estoppel or recoupment only in the 
district court or the Court of Claims, 
for the Tax Court has no jurisdiction 
to apply equitable remedies.** Sec- 
tions 1311-1315, on the other hand, 
afford relief which can be granted in 
any federal court including the Tax 
Court. It should be remembered, 
however, that the statute supplements 
rather than overrides these equitable 
remedies.** If the facts cannot be 
fitted into Sections 1311-1315, tax 
estoppel and recoupment may still be 
available. For example, although the 
statute applies only to the income tax, 
the Bull doctrine * will still permit re- 
coupment of a barred overpayment of 





(Footnote 32 continued) 

and the innocent reliance thereon by another, 
to the latter’s detriment. The offending 
party may thus be barred from changing 
his position as to a tax item. Since the 
taxpayer and not the Commissioner is the 
one usually in possession of the facts, it is 
only on rare occasions that the taxpayer 
can avail himself of estoppel. Moreover, 
it does not open to revision the tax results 
of iniquitous conduct in a prior year; it 
merely modifies the disposition of the present 
controversy in which it is successfully in- 
voked. Sections 1311-1315, however, were 
enacted to lift the bar of the statute. of 
limitations to the extent necessary to cor- 
rect error in a closed year predicated upon 
a position inconsistent therewith and adopted 
in a determination. 

Another such principle, equitable recoup- 
ment, has been defined as a rule of law 
which: diminishes the right of a party in- 
voking legal process to recover a debt to 
the extent that he holds money of _his 
debtor to which he has no moral right. .The 
tax refund suit is regarded by the courts 
as one of tmdebitatus assumpsit for money 
had and received, and thus opens up all 
common law defenses. The leading case on 
the application of recoupment to override 
a statute of limitations in tax controversies 
is Bull v. U. S., 35-1 uste J 9346, 295 U. S. 
247, which established the “same transac- 
tion” test. The tax for the closed year 
sought to be recouped must have arisen out 
of some feature of the transaction upon 
which the main action was grounded: But 
whether the taxpayer is seeking to recoup 
an overpayment or the Commissioner wants 
to recoup from A a deficiency resulting 
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estate tax against an income tax defi- 
ciency assessment; recoupment will 
also be available if there are two 
related taxpayers involved who do not 
fall within the definition given in Sec- 
tion 1313(c). 


Statutory Scheme 


In order to bring the statute into 
play three things are essential: (1) a 
determination, as defined in Section 
1313, which has become final; (2) one 
of the seven types of error specified 
in Section 1312; and (3) an incon- 
sistent position if the error is of the 
kind described in Section 1312(1), 
(2), (3)(A), (5), (6) and (7).%* 


from a refund to B, tax must have been 
paid. Recoupment would thus offer no 
solution in such circumstances, set out in 
Sec. 1312, as the double allowance of a 
deduction or the double exclusion of income. 

* Commissioner v. Gooch Milling & Ele- 
vator Company, 43-2 ustc J 9673, 320 U. S. 
418; Taylor v. Commissioner, 58-2 ustc 
719708, 258 F. 2d 89 (CA-2), aff’'g CCH 
Dec. 22,038, 27 TC 361 (1956). 

“ For a contrary view, namely, that Secs. 
1311-1315 supplant the judicial doctrines of 
estoppel and recoupment, see Note, 72 
Harvard Law Review 1536, 1537. 

*See footnote 32. And, generally, see 
5 Tax Law Review 547, 48 Yale Law Journal 
509, 40 Virginia Law Review 313, 27 Cali- 
fornia Law Review 109, 44 Virginia Law Re- 
view 981, 10 Mertens, Sec. 58.39 (1948). 


* When dealing with the statute it may 
be helpful to combine Sec. 1311(b) and the 
particular circumstances of adjustment in 
Sec. 1312. For instance, Secs. 1311(b) and 
1312(1), covering the double inclusion of 
an item of gross income, may be stated as 
follows: 

(1) If the error and determination are 
with respect to the same taxpayer; and 

(2) if the year of error and year of deter- 
mination are not the same; and 

(3) if the year of error is closed at the 
time of the determination; and 

(4) if the error is the inclusion of an 
item in gross income; and 

(5) if the determination requires the in- 
clusion of the same item in gross income, 

(6) then the effect of the error shall be 
corrected by credit or refund; but 
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Sections 1311 to 1315 cannot apply 
until there has been a determination 
which has become final.*’ The deter- 
mination must result in a set of facts 
which fit one of the circumstances of 
adjustment described in Section 1312. 
This section sets out a number of 
typical error patterns involving a 
logical inconsistency. The statute 
rests on the proposition that the de- 
termination, when final, represents 
truth. It follows from this that if the 
respective treatments. accorded the 
same item in the determination and 
in a closed year cannot both be true 
together, then they are contradictories 
and, hence, logically _ inconsistent. 
Given the requisite inconsistency, the 
determination must have adopted a 
position maintained by the party 
against whom relief is sought.** Hence 
the notion of an inconsistent position. 
If the determination adopts a position 
maintained by the party against whom 
the statute is invoked and this posi- 
tion is inconsistent with the error in 
the closed year, then the statute will 
apply. It is of no consequence whose 
position the error reflects ;** the only 
requirement is that the determination 
adopt a position of the party seeking 
to hide behind the statute of limita- 
tions. If the taxpayer is seeking relief, 
the determination must have adopted 
a position maintained by the Commis- 
sioner; if the Commissioner seeks 
relief, a position maintained by the 





(Footnote 36 continued) 

(7) only if the determination (5) adopts 
a position maintained by the Commissioner 
which is inconsistent with the error (4). 

This follows the form described as “syste- 
matic pulverisation”; see Allen and Orech- 
koff, “Systematic Drafting and Interpreting,” 
25 University of Chicago Law Review 1 
(1957); Allen, “Symbolic Logic,” 66 Yale 
Law Journal 833 (1957). The requirement 
of an inconsistent position provided in Sec. 
1311(b)(1) does. not apply to cases de- 
scribed in Sec, 1312(3)(B) and (4); instead 
the conditions of Sec. 1311(b)(2) must be 
fulfilled. 
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taxpayer. But it is not necessary to 
show that the party against whom the 
statute is invoked has changed his 
position. Nor, on the other hand, does 
it matter that he treated the item con- 
sistently from year to year.. It is the 
fact of what is determined with re- 
spect to the particular item and noth- 
ing else that can make its treatment 
in the closed year erroneous.*° 


THE OVERLAP 


Situations to Consider 


Adjustments to taxable income un- 
der Section 481 predicated upon a 
change in accounting method are of 
four kinds: 


(1) Increases due to items of. in- 
come being omitted in prior year(s) 
under the old method and omitted in 
the year of change under the new 
method. 


(2) Increases due to items of ex- 
pense being deducted in prior year(s) 
under the old method and deducted in 
the year of change under the new 
method. 


(3) Decreases due to items of in- 
come being included in prior year(s) 
under the old method and included in 
the year of change under the new 
method. 


(4) Decreases due to items of ex- 
pense being omitted in prior year(s) 
under the old method and omitted in 


* 1954 Code Secs. 1311(a) and 1313(a). 

* 1954 Code Sec. 1311(b) (1). 

* Albert W. Priest Trust, CCH Dec. 14,981, 
6 TC 221, 226 (1946). For a contrary and, 
it is submitted, erroneous view that no con- 
sistency in year-to-year accounting equals in- 
consistency under Sec. 1311(b)(1), see 
Heer-Andres Investment Company, CCH Dec. 
18,623, 22 TC 385, 390 (1954), and footnote 
72, below. 

“The determination must, of course, be 
more than mere dictum. See Proceedings of 
New York University Thirteenth Annual In- 
stitute on Federal Taxation (1955), pp. 1119, 
1126. 


213 





the year of change under the new 
method. 


The regulations provide that. a 
change in method of accounting to 
which Section 481 applies includes not 
only a change in over-all method but 
also a. change in the treatment of a 
material item.** 


The circumstances of adjustment 
set out in Section 1312 include (1) 
the double inclusion of an item of in- 
come,* (2) the double allowance of a 
deduction,*® (3) the double exclusion 
of an item of income ** and (4) the 
double disallowance of a deduction.* 


Under Sections 1311 to 1315 each 
item of income, expense, gain or loss 
—and the contention made with re- 
spect to it—is considered a separate 
matter for purposes of the statute. 
Section 1314(c) clearly states that the 
adjustment shall not be affected by 
any item -other than the one which 
was the subject of the error. The 


statute does not purport to permit of 
adjustments in closed years for items 


that.are merely similar to those with 
respect to which a determination has 
been made for another year; the items 
must be the same.* 


The general rule for methods of ac- 
counting is. given in Section 446(a), 
(b) and (c); the regulations extend 

“Reg. Sec. 
footnote 64. 

” 1954 Code Sec. 1312(1). 

* 1954 Code Sec. 1312(2). 

“1954 Code Sec. 1312(3). 

* 1954 Code Sec. 1312(4). 

“D. A. MacDonald, CCH Dec. 18,654, 17 
TC 934, 941 (1951); Estate of A. W. SoRelle, 
CCH  Dec.. 23,231, 31 TC 272 (1958). For 
a criticism of this view, see Note, 72 Harvard 
Law Review 1536, 1543-1550. 

“ Reg. Sec. 1.446-1(a) (1). 

“H. Rept. 1337, 83d Cong., 2d Sess., 
p. A158; S. Rept. 1662, 83d Cong., 2d Sess., 
p. 300. 

“ Reports cited at footnote 48. 

” With reference to the use of “any item” 
in Reg. Sec. 1.446-1(a)(1) and “material 
item” in Reg. Sec. 1.446-1(e)(2), Graves 
in “What Constitutes a Change in Account- 
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1.481-l(a)(1). And 


note 


“method of accounting” to include 
“the accounting treatment of any 
item.” ** Section 446(e) codifies the 
former Regulations 111, Section 
29.41-2, making consent of the Com- 
missioner a condition precedent to 
voluntary change in method of ac- 
counting.**. In explaining Section 
446(e), Congress emphasized that it 
applied not only to a change in gen- 
eral method but also to the incon- 
sistent treatment of a material item.*® 
Logically, of course, the treatment of 
any item is a “method” ; and the regu- 
lation under Section 446(a) may be 
no more than a recognition of this 
fact. On the other hand, to bring Sec- 
tion 446(e) into play in the case of a 
change in treatment of a particular 
item, the item must be “material.” °° 
After stating that it applies also to a 
change in treatment of a material 
item, the regulation under Section 
481" refers to the regulation under 
Section 446(e) for the rules relating 
to changes in method of accounting. 
The latter regulation ** and committee 
reports *° give examples of changes in 
treatment of items considered “ma- 
terial.” It may reasonably be supposed 
that “material” as used in the Section 
481 regulation has the same meaning 
as that ascribed to it in the regulation 
and reports relating to Section 446(e). 


ing Practice,” Proceedings of New York Uni 
versity Sixteenth Annual Institute on Federal 
Taxation (1958), p. 553, suggests, at p. 555: 
“However, this is merely a statement of 
what is included in a change of method and 
it does not exclude from that concept a 
change in accounting treatment of any item, 
the approach taken in the basic definition of 
accounting.” 

On the other hand, Congress has stated 
that “A change in the method of accounting 
is a substantial change as distinguished from 
each change in the treatment of each item.” 
See footnote 48. The requirement of ma- 
teriality would seem to be a de minimus 
precaution; see the cases referred to in foot- 
note 56 with respect to “minor deviations.” 

* Reg. Sec. 1.481-1(a). 

” Reg. Sec. 1.446-1(e) (2) (ii). 

*® See footnote 48. 
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... the future of this country 

may well rest with our capacity for 
keeping our fiscal house in order. 

The integrity of this Nation's 

currency and our ability to maintain 

the confidence—not only of 

Americans but of peoples everywhere 
— in this country’s economy is 
vital—Senator Styles Bridges. 


This co-ordination, however, is prob- 


ably somewhat limited. In the first 
place, if the item in question exceeds 
$3,000, it would be irrational to treat 
it as nonmaterial when we remember 
that an over-all. change in method 
producing a net effect of $3,000 or 
less would automatically be covered 
by the statute. To be sure, such net 
effect might be the result of adjusting 
a number of items all of which ex- 
ceeded $3,000. But it might also be 
simply the result of adjusting a num- 
ber of items which totaled $3,000 or 
less. The sense of the statute would 
seem to indicate the conclusion that 
a single item of more than $3,000 ipso 
facto is material. Furthermore, after 
stating that Section 446(e) applied 
also to the inconsistent treatment of 
a material item, Congress went on to 
add that “change” as used in Section 
446(e) meant “substantial change.” 
Given the co-ordination suggested, it 
would be reasonable to argue that the 
same qualification applies to Section 
481. However, if an item exceeding 
$3,000 ipso facto is material, co-ordi- 
nation would seem to be pertinent 
only where the item is $3,000 or less. 
Hence it would follow that for an 
item of $3,000 or less to be material, 
it must be eiusdem generis with the 
examples given by Congress * and in 


the regulations * with respect to Sec- 
tion 446(e). And if material by these 


. criteria, it must still meet the test of 


“substantial change” as applied under 
Section 446(e). The case law under 
the regulation codified by Section 446 
(e) indicates that a change is “sub- 
stantial” when it produces distortion 
in the income of the years affected by 
the change which may have had some 
adverse effect upon governmental reve- 
nues. This required drawing a dis- 
tinction between “substantial changes” 
and “minor deviations.” The upshot 
was that if the taxpayer could show 
that only a “minor deviation” was in- 
volved, he apparently had proved that 
the change had not adversely affected 
governmental revenues.*® If, therefore, 
the change relates to a single item not 
exceeding $3,000, it must be shown, 
in order to obtain the benefit of Sec- 
tion 481, that more than a minor de- 
viation is involved, which means going 
back to the case law under the regu- 
lation codified in Section 446(e). 


Sections 1311 to 1315, being con- 
cerned only with iniquitous shelter- 
ing behind the statute of limitations, 
are inhibited by no such requirement 
of materiality—though as a practical 
matter it is hard to imagine anyone 
getting involved in their ramifications 
with regard to an item which could 
not from some standpoint be con- 
sidered material. Technically, how- 
ever, the overlap between the two 
statutes must be restricted to items 
considered “material” for purposes of 
Section 481; if the item is “immate- 
rial,” it-can only be treated of, if at 
all, under Sections 1311 to 1315. 

The extent of the overlap can best 
be seen by considering specific situ- 





* See footnote 48. 

*® See footnote 52. 

* M. D. Rowe, CCH Dec. 2678, 7 BTA 903 
(1927); Estate of L. W. Mallory, CCH Dec. 
11,785, 44. BTA 249 (1941); Ross B. Ham- 
mond, Inc., CCH. Dec. 9748, 36 BTA 497 
(1937), aff'd, 38-2 ustc § 9392, 97 F. 2d 545 
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(CA-9);. Shoong Investment. Company  v. 
Anglim, 42-2 ustc $9585, 45 F. Supp. 711 
(DC Calif.); Pacific Vegetable Oil Corpo- 
ration, CCH Dec. 21,663, 26 TC 1. (1956), 
rev d on other grounds, 57-2 ustc { 9823, 
251 F. 2d 682 (CA-9) ; Advertisers Exchange, 
Inc., CCH Dec. 21,583, 25 TC 1086 (1956). 
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ations which have arisen under Sec- 
tions 1311 to 1315 and which we may 
take as paradigms. All presuppose 
the following conditions: 


(1) An involuntary change imposed 
by the Commissioner. 


(2) A prior closed year * to which 
the 1954 Code applies. 


(3) A material item as the subject 
of the change. 


(4) A determination within the mean- 
ing of Section 1313(a).** 


Double inclusion of item of income. 
—The taxpayer had for many years 
included option wheat in inventory.” 
The Tax Court upheld the Commis- 
sioner’s contention that this item should 
be eliminated from 1956 inventories. 
The opening 1956 inventory was, of 
course, the same thing as the 1955 
closing inventory. Consequently, the 
determination that 1956 opening in- 
ventory was incorrect meant that 1955 
closing inventory was also incorrect. 
Thus the item of gross income which was 
the subject of the error in the closed 
year 1955 was the amount shifted 
from 1955 to 1956 by the Commis- 
sioner’s correction of 1956 opening in- 
ventory.® In terms of Sections 1311 
to 1315,°* we may express these facts 
as follows: 

(1) A determination by the Tax 
Court requiring the inclusion in 1956 
gross income of an amount equal to 
the option wheat excluded from the 
opening inventory. 


(2) An amount included in 1955 
gross income equal to the option wheat 
included in the closing inventory. 


* For purposes of Sec, 1311 the prior year 
must be closed at the time the determination 
becomes final. As Sec. 481 has no similar 
requirement of finality, the prior year must 
be closed at the time Sec. 481 is applied for 
there to be an overlap. 

* Technically, of course, there is no over- 
lap at that point in time when Sec. 481 first 
applies, because the requirement of a final 
determination is found only in Sec. 1313(a). 
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(3) In contemplation of the statute, 
(1) represents truth; therefore, (2) is 
erroneous. 


(4) The adjustment would be a re- 
fund to the taxpayer for 1955. 


(5) The determination adopted a 
position maintained by the Commis- 
sioner, (1), the party against whom 
relief was sought, which was incon- 
sistent with the error, (2). 


Clearly, Sections 1311 to 1315 apply. 


Under Section 481 an adjustment 
would be required reducing 1956 gross 
income by the amount of 1955 gross 
income bunched into 1956 by virtue 
of eliminating option wheat from 1956 
opening inventory. As we have seen, 
when the adjustment is a reduction of 
gross income for the year of change, 
none of the limitations set out in Sec- 
tion 481(b) is applicable. The regu- 
lations and committee reports make 
it clear that inventory is a material 
item.*®? 


It is apparent that this situation 
can be handled under both statutes. 
If the marginal rates for the two 
years are the same, the only differ- 
ence between the relief under the two 
statutes is that under Sections 1311 
to 1315 the taxpayer must wait until 
the proceeding in which the determi- 
nation was rendered has become final, 
whereas Section 481 relief can be 
granted in the determination proceed- 
ing itself. 


Double allowance of deduction.— 
Assuming the item of state taxes in 
issue in The First National Bank of 


"Gooch Milling & Elevator Company v. 
U. S., 48-1 ustc J 9285, 78 F. Supp. 94, (Ct. 
Cls.).. The years in question were actually 
1935 and 1936. 

@ Rev. Rul. 58-327, 1958-1 CB 316. 

*1954 Code Secs. 1311(b)(1)(A) and 
1312(1). 

® See footnotes 52 and 48. See, also, foot- 
note 60. 
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Philadelphia ** would be “material,” “ 
we may conveniently use the case for 
purposes of illustration. The state 


tax paid and determined to be deduc- 
tible in 1958 on a cash basis had al- 
ready been accrued and deducted by 
the taxpayer in the closed year 1957. 
In terms of Sections 1311 to 1315 % 
the facts may be expressed as follows: 


(1) A determination in the form of 
a refund based upon the allowance in 
1958 of a deduction for state tax paid 
in 1958. 


(2) A deduction taken by the tax- 
payer in 1957 based upon the accrual 
in 1957 of the state tax paid in 1958. 


(3) In contemplation of the. stat- 
ute, (1) represents truth; therefore, 
(2) is erroneous. 


(4) The adjustment would be a de- 
ficiency for 1957. 


(5) The determination adopted a 
position maintained by the taxpayer, 
(1), the party against whom relief was 
sought, which was inconsistent with 
the error,(2). 


Again, Sections 1311 to 1315 apply. 


Under Section 481 an adjustment 
would be required, increasing 1958 
taxable income by the amount of state 
tax allowed as a deduction in 1958 
under the new method which had al- 
ready been deducted by the taxpayer 
in 1957 under the old method. If the 
amount of the adjustment exceeded 
$3,000, the increase in tax for 1958 
would be subject to the limitations of 
Section 481(b)(1) and (2). 





®CCH Dec. 19,163, 18 TC 899 (1952), 
aff'd, 53-1 ustc § 9409, 205 F. 2d 82 (CA-3). 

“In Alta Cooperative Elevator, CCH Dec. 
23,468(M), 18 TCM 160 (1959), the Tax 
Court indicated that Sec. 481 did not apply 
where only one item—state taxes—was in- 
volved.. This opinion was later withdrawn; see 
CCH Dec. 23,602(M), 18 TCM 453 (1959). 

©The years involved were actually 1942 
and 1943. 

"1954 Code Secs. 
1312(2). 
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1311(b)(1)(B) and 


Here, also, the problem could be 
handled under both statutes. Leav- 
ing aside marginal rate considerations, 
if the adjustment did not increase 
1958 taxable income by more than 
$3,000, the Commissioner would bene- 
fit under Section 481 by avoiding the 
delay necessarily ensuing under Sections 
1311 to 1315 by virtue of the require- 
ment of a final determination. On the 
other hand, if the adjustment increased 
taxable income for 1958 by more than 
$3,000, the burden on the taxpayer 
would be eased by the limitations on 
the consequent increase in tax pro- 
vided for in Section 481(b)(1) and (2). 


Double exclusion of item of gross 
income.—Two situations must be con- 
sidered here. 


(1) The item of gross income re- 
quired to be excluded in the year of the 
determination was included in the return 
for that year or tax was paid with re- 
spect to the item.* 


In Heer-Andres Investment Com- 
pany ** the determination related to 
an involuntary change in accounting 
for rental income for the years 1956 
and 1957.°%° The Commissioner had 
moved the rents reported in 1957 and 
1958 back to 1956 and 1957, respec- 
tively. He had not, however, moved 
the rent reported in 1956 back to 1955 
because that year was closed. The 
Tax Court nevertheless sustained the 
taxpayer’s position that the Commis- 
sioner could not bunch 1955 rent into 
1956.°° Expressed in terms of Sec- 
tions 1311 to 1315 ™ we have: 


* 1954 Code Sec. 1312(3) (A). 

* Cited at footnote 39. 

“The years involved were actually 1946 
and 1947, 

The court cited Robert G. Frame, CCH 
Dec, 18,160, 16 TC 600 (1951), and Com- 
missioner v. Estate of Samuel Mnookin, 50-2 
ustc 7 9431, 184 F. 2d 89 (CA-8). See 17 
TC 786, 789 (1951). 

™1954 Code Secs. 
1312(3) (A). 


1311(b)(1)(B) and 
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(a) A determination by the Tax 
Court requiring the exclusion of 1955 
rent from the gross income of 1956. 


(b) An omission of 1955 rent from 
the gross income of 1955. 


(c) In contemplation of the stat- 
ute, (a) represents truth; therefore, 
(b) is erroneous. 


(d). The adjustment would be a 
deficiency for 1955. 


(e) The determination adopted a 
position maintained by the taxpayer, 
(a), the party against whom relief 
was. sought, which was inconsistent 
with the error, (b). 


Sections 1311 to 1315 apply here 
also.” 


Assuming the item of rent to be ma- 
terial, an adjustment would be required 
under Section 481, increasing 1956 
gross income by the amount of 1955 
rent omitted from gross income in the 
closed year 1955. If the amount of the 
adjustment exceeded $3,000, the increase 
in tax for 1956 would be subject to 
the limitations of Section 481(b)(1) 
and (2). 


Here, also, the problem could be 
handled under both statutes. Apart 
from marginal rate considerations, both 
parties would again benefit by using 
Section 481. The Commissioner. would 
avoid the delay under Sections 1311 
to 1315 caused by the requirement of 
a final determination; the taxpayer 
would receive the benefits of Section 
481(b)(1) and (2) if applicable. 


(2) The item of gross income re- 
quired to be excluded in the year of the 
determination was not included in the 
taxpayer's return for that year nor was 
tax paid with respect to the item." 


"The court, however, was of the opinion, 
erroneous it is submitted, that inconsistency 
under Sec. 1311(b)(1) was predicated upon 
no.consistency in year-to-year accounting. 
22 TC 385, 390. And see footnote 39. 

* 1954 Code Sec. 1312(3)(B). 
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The requirement of an inconsistent 
position does not apply here.  In- 
stead, adjustment will be made only 
if assessment of a deficiency for the 
year of error was not barred at the 
time the Commissioner first maintained 
in a notice of deficiency or before the 
Tax Court that the item should be 
included in the gross income of the 
taxpayer for the taxable year to which 
the determination related.” In Es- 
tate of Mary B. Warburton the Tax 
Court determined that certain distri- 
butions received by the beneficiary of 
a trust in 1958 and not included in 
his 1958 return were not taxable in 
1958 because he had acquired a pres- 
ent right thereto in the closed year 
1957.77 At the time of mailing the 
notice of deficiency for 1958, a defi- 
ciency for 1957 based upon the tax- 
payer’s acquisition of a present right 
in that year to the distributions re- 
ceived by him in 1958 was not barred. 
The omission from gross income of 
1957 was therefore erroneous and, con- 
sequently, Sections 1311 to 1315 ap- 
plied so as to permit of a deficiency 
adjustment for the closed year 1957. 
In reaching its decision with respect 
to the year 1958, the Tax Court does 
not seem to have upheld any involun- 
tary change in the accounting treat- 
ment of a material item of income. 
In fact, it refused even to decide 
whether the distribution in issue con- 
stituted income. Rather, the court 
appears merely to have left matters 
as they stood so far as the year of 
the determination, 1958, was concerned. 
It would seem, therefore, that Sec- 
tion 481 does not apply. 


Situations under this heading fall 


into two categories. The taxpayer 
has omitted an item from his return 


1954 Code Sec. 1311(b) (1), 

* 1954 Code Sec. 1311(b)(2)(A). 

* OCH Dec. 22,929, 30 TC 34 (1958). 

"The years involved were actually 1947 
and 1948, ; 
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either because he does not believe 
that it constitutes income (as in the 
Warburton case) or because, while be- 
lieving the item to be income, he is 
of the opinion that it is taxable in 
some other year. The former raises 
merely a question of characterization ; 
the latter, whether an existing ac- 
counting method has been correctly 
applied. Neither question in its reso- 
lution requires the upholding of an 
involuntary change in the accounting 
treatment of a material item of in- 
come. The conclusion is, therefore, 
that there is no overlap here. 


Double disallowance of deduction. 
—It should be noted that the require- 
ment of an inconsistent position does 
not apply here either."* Instead, ad- 
justment will be made only if credit 
or refund which should have been 
allowed to the taxpayer was not barred 
at the time he first maintained before 
the Commissioner or the Tax Court, 
in writing, that he was entitled to 
such deduction or credit for the tax- 
able year to which the determination 
related.”® 

In Olin Mathieson Chemical Cor- 
poration v. U. S.*° it was determined 
that an ordinary loss deduction claimed 
by the taxpayer in 1954 and disal- 
lowed by the Commissioner was a 
long-term capital No capital 
loss carry-over was allowed in. the 
closed year 1955 because the taxpayer 
had already claimed the item as an 
ordinary loss in 1954.5" At the time 
of filing the 1954 return claiming an 
ordinary loss deduction, a refund for 
1955 based upon a capital loss carry- 
over from 1954 was not barred. Ac- 
cordingly, a refund adjustment for 
1955 was allowed under Sections 1311 
to 1315. 


loss. 





* 1954 Code Sec. 1311(b) (1). 

™ 1954 Code Sec. 1311(b)(2)(B). 

*” 59-1 ustc | 9390, 265 F. 2d 293 (CA-7). 

"The years involved were actually 1944 
and 1945. 
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In this situation there is no invol- 
untary change in method of account- 
ing for a material item; the change 
merely goes to the characterization of 
the loss. It is difficult to envisage 
any situation falling under Section 
1312(4) which would involve an in- 
voluntary change imposed in the 
determination. In example (1) of Reg- 
ulation Section 1.1312-4(b), the deter- 
mination requires the taxpayer to 
conform to the existing method. And 
unless we take the somewhat strained 
view that an erroneous deviation from 
an existing method results in a new 
method so that correction of the error 
in turn involves a change back to the 
proper method, we must conclude 


that the example referred to does not 
involve an involuntary change either. 
There is apparently no overlap here. 


The circumstances of adjustment 
set out in Section 1312 also include: * 

(1) The erroneous inclusion in in- 
come of a return of capital properly 
applicable in reduction of basis. 

(2) The erroneous application in 
reduction of basis of an item properly 
includible in gross income. 


(3) The erroneous recognition of 
gain and corresponding increase in 
basis. 

(4) The erroneous recognition of 
loss and corresponding reduction in 
basis. 

(5). The erroneous nonrecognition 
of gain and nonincrease in basis. 


(6) The erroneous nonrecognition 
of loss and nondecrease in basis. 


(7) The erroneous deduction of an 
item properly an addition to basis. 

(8) The erroneous addition to basis 
of an item properly deductible. 

"1954 Code Sec. 1312(7), formerly Sec. 
1312(6). The remaining provisions of Sec. 
1312 are Sec. 1312(5) and (6): These deal 
with errors of proprietorship rather than of 
timing of income, and as such are not within 
the purview of this paper. 
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These are basically errors of char- 
acterization rather than of timing, and 
as such. are not covered by Section 
481. An illustration taken from the 
regulations under Sections 1311 to 1315 
will suffice to show this.** In the 
closed year 1950 a taxpayer .who 
owned 100 shares of stock in corpora- 
tion Y received $1,000 from the cor- 
poration, which amount the taxpayer 
reported on his return for 1950 as a 
taxable dividend. In 1952 corporation 
Y was completely liquidated, and the 
taxpayer received in that year liqui- 
dating dividends totaling $8,000. In 
his return for 1952 the taxpayer re- 
ported the receipt of $8,000, and 
computed his gain or loss upon 
the liquidation by using as a basis the 
amount which he had paid for the 
stock. The Commissioner maintained 
that the distribution in 1950 was out 
of capital and that in computing gain 
or loss in-1952 the basis of the stock 
should be reduced by the $1,000. This 
position was adopted in a closing 
agreement with respect to the year 
1952. An adjustment under Sections 
1311 to 1315 ** is authorized with re- 
spect to the year 1950 because: 


(1) The 1952 closing agreement de- 
termined the basis of the stock which 
depended upon the 1950 transaction 
(see 2). 

(2) The 1950 distribution of $1,000 
was included in gross income instead 
of being applied in reduction of basis. 

(3) In contemplation of the statute, 
(1) represents truth; therefore, (2) is 
erroneous. 

(4) The adjustment would be a re- 
fund to the taxpayer for 1950. 

(5) The determination adopted a 
position maintained by the Commis- 





* Reg. Sec. 1.1312-6(c), Example (4). 

"1954 Code Secs. 1311(b)(1)(A) 
1312(7). 

* See footnote 52. 

“ Italics supplied. 


220 


and 


sioner, (1), the party against whom 
relief was sought, which was incon- 
sistent with the error, (2). 

The important question is whether 
there has been a change as envisaged 
by Section 481. To be sure, there has 
been inconsistent treatment of an item 
—the 1950 distribution. And the in- 
consistency results from a change in 
accounting treatment required by the 
Commissioner. However, the regula- 
tions under Section 446(e),*° incorpo- 
rated by reference in Regulation 
Section 1.481-1, refer to “a change in 
the treatment of any other item of 
income or expense, where material.” ** 
Logically, an item properly a return 
of capital cannot be an item of income 
or expense.*’ The error here is not 
one of timing so much as an initially 
incorrect characterization of the item 
itself. In other words, in order for 
Section 481 to apply, the error must 
be purely one of timing predicated 
upon the change in accounting method. 
If the accounting change goes to the 
characterization of the item as income 
or capital, such a change would seem 
to. fall outside the ambit of Section 
481. All the eight circumstances set 
out above involve the same basic 
error in characterization. All may be 
fitted under Sections 1311 to 1315; 
none is covered by Section 481. 


Summary 


No question of overlap arises, of 
course, where the change is voluntary, 
because the agreement pursuant to 
Section 446(e) between the taxpayer 
and the Commissioner as to the ad- 
justments necessary does not consti- 
tute a determination within the 
meaning of Section 1313(a).8° The 
conditions precedent then to any over- 
lap are: 





* That is, inthe context of the basic dis- 
tinction between “income” and “capital.” 

* Note, however, 1954 Code Sec. 1313(a) (4); 
Reg. Sec. 1.1313(a)-4. 
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(1) An involuntary change imposed 
by some proceeding constituting a 
determination as defined in Section 


1313(a) which has become final. 
(2) The the 


must be: 


(a) an item exceeding $3,000 in 
amount, or 


subject of change 


(b) an item which would be con- 
sidered “material” as that term has 
been construed in the cases arising 
under the regulation codified in Sec- 
tion 446(e) ; and 

(c) an item of income or expense 
characterized as such in the proceed- 
ing in which the determination is 
rendered. 


(3) Both the year of the determi- 
nation and the prior closed year must 
be taxable years to which the 1954 
Code applies. 

(4) The determination must have 
adopted a position with respect to the 
item which was maintained by the 
party adversely affected by the ad- 
justment. 

Given these prerequisites, overlap 
will occur in the following situations 
only: 


(1) A material item of gross in- 
come which was included under the 
old method in a prior closed year is 
determined to be properly includible 
in the open year of change under the 
new method. Under Sections 1311 to 
1315 *° a refund adjustment will be 
necessary for the closed year, where- 
as Section 481 will require an adjust- 
ment reducing taxable income for the 
year of change. 

(2) A material item of. expense 
which was deducted under the old 
method in a prior closed year is deter- 
mined to be properly deductible in the 
open year of change under the new 


*® See footnote 61. 
” See footnote 66. 
™ See footnote 71. 
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method. Under Sections 1311 to 1315 °° 
a deficiency adjustment will be neces- 
sary for the closed year, whereas Sec- 
tion 481 will require an adjustment 
increasing taxable income for the 
year of change. 

(3) A material item of gross in- 
come which was excluded under the 
old method in a prior closed year is 
determined to be properly excludible 
in the open year of change under the 
new method. Under Sections 1311 to 
1315 *' a deficiency adjustment will be 
necessary for the closed year, where- 
as Section 481 will require an adjust- 
ment increasing taxable income for 
the year of change. 

No overlap will occur where there 
has been merely a change in the char- 
acterization of an item involving the 
“income or capital” dichotomy. Nor, 
submitted, should a. situation 
covered by Section 1312(4) be con- 
sidered to involuntary 
change. Rather, the notion of a change 
in method of accounting should prop- 


it is 


involve an 


erly connote something more than the 
mere correction of an erroneous devi- 
ation from an established. method. 


CONCLUSION 


Relief under Section 481 is. given 
for the year of the change,®* whereas 
Section 1311 relief applies to the prior 
closed year.** Where marginal rates 
for the two years differ, the distinc- 
tion may be significant. And even if 
there is no marginal rate difference, 
the interest factor alone may never- 
theless be important. Two questions 
arise: Does the overlap result in a 
choice of remedies? Can adjustments 


necessitated by an involuntary change 
which relate to 1939 Code years be 
dealt with under Section 1311? 





" 1954 Code Sec. 481(a). 
* 1954 Code Sec. 1314(a) and (b). 





It is axiomatic that the Code must 
be construed (if possible) as.a whole. 
An amendment—Section 481—and an 
unchanged portion—Section 1311— 
should be construed together. More- 
over, the two statutes, dealing as they 
do with the same subject, are in pari 
materia. Section 1311. is the more 
general of the two; and thus to the 
extent of the overlap, Section 481 
should prevail; generalia specialibus 
non derogant. It would seem, there- 
foce, that there can be no. choice of 
remedies in the area of the overlap.” 


The second question concerns the 
area beyond the overlap. Suppose an 
involuntary change requires adjust- 
ments relating to both 1954 and 1939 
Code years. Section 481. will apply 
to the former. But what of the latter? 
Can Section 1311 apply to the adjust- 
ments relating to 1939 Code years? 
The answer, it is submitted, is yes. 
Section 481(a)(2) states that Section 
481 does not apply to adjustments 
relating to 1939 Code years.** Implicit 
in the concept of im pari materia is the 
presumption against repeal. If Section 
481 has not repealed Section 1311, 
then the latter must apply in overlap 
situations to those adjustments not 
within the reach of Section 481. In 
other words, insofar as Section 481 
does not by its terms apply, it is im- 
material. We. are thus left in status 
quo ante 481 and need look only to 
Section 1311. If the latter’s condi- 
tions are met, then relief should be 
granted. One of the conditions is that 
“correction of the error... is pre- 
vented by the operation of any law or 
rule of law other than this part.” 
Is Section 481(a)(2) “any law”’—and 


“For a similar view, see Graves, work 
cited at footnote 50, at p. 

* See footnote 18. 

* 1954 ‘Code Sec. 1311(a). 

“E.g., “When did you stop beating your 
wife ?” 

"Sec. 1311 is in Pt. II of Subchapter Q, 
whereas Sec. 481 is in Pt. III of Subchap- 
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We have reached a danger point 
which strongly evidences an 
undermining of the tax morality of large 
numbers of people. . . . these threats 
can be met by adopting amendments 
aimed primarily at eliminating tax 
preferences and favors—amendments 
focused on creating a revenue 

system which is fair, equitable, neutral 
in impact between similar dollars of 
income. Only in this manner will 
taxpayer confidence be restored.— 
Mortimer M. Caplin, in an article in 

the Virginia Law Review (1958). 


if so, has it prevented “correction of 
the error’? This involves the fallacy 
of the false question.*’ The overlap 
postulates a situation in which the 
prior years to which the adjustments 
relate are closed—that is to say, al- 
ready closed by virtue of some pro- 
vision. or rule other than Section 
481(a)(2). In that case it is rather 
like shooting a dead duck to say those 
same closed years are now closed by 
Section 481(a)(2). But even assuming 
it to be “any law,” ® there is little 
sense in saying Section 481(a)(2) has 
prevented the correction of something 
which by its terms it cannot correct 
in the first place. Section 481 simply 
does not apply; the years in question 
are closed; the condition of Section 
1311 is fulfilled. 


Perhaps the most notable aspect of 
the overlap is the way it brings into 
sharp relief the major objection leveled 
at the operation of Sections 1311. to 
1315, namely, the requirement of finality 
with respect to the determination. 
Not only can relief not be granted 
in the same proceeding as that in 
which the determination is rendered, 


ter E, which is literally “other than this 
part.” The examples given in Reg. Sec. 
1.1311(a)-2(a) are primarily statutes of limi- 
tations as such. However, Sec, 481(a)(2) 
has an. effect similar to that of a statute of 
limitation, and thus could be considered 
ejusdem generis with the examples given. 
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the determination must have attained 
finality before the statute can be in- 
voked. But if relief in some of the 
circumstances described in Section 
1312 can be given under Section 481 
in the same proceeding as that in 
which the determination itself is ren- 
dered, is there any reason why the 
injured party in other such circum- 
stances should be required to wait 
until that determination has become 
final and then seek relief in a separate 
proceeding? 

In 1953 the American Bar Associa- 
tion proposed that “a determination 
be limited to a judgment of a court 
and that section 3801 relief be allowed 
in and only in the proceeding in which 
the determination is rendered.” *” It 
was felt that the insistence upon a 
separate proceeding for the allowance 
of relief. “has largely been instru- 
mental in frustrating the successful 
operation of section 3801” and pre- 
vented the desirable mode of relief by 
way of set-off..°° If “determination” 
were so limited, few would disagree. 
Even though such a valid determina- 


tion were erroneous, it would not 


matter because this presupposes the 
decision of a higher tribunal on appeal 

-in which case the injured party 
would be granted relief by way of re- 
versal of the determination rather. than 


by application of the statute. And 
if no review were sought, there would 
be no justification for collaterally at- 
tacking the valid determination as 


” Section of Taxation, Special Committee 
on Section 3801, pp. 95-96. 

Work cited at footnote 99, 

™ However, differences in marginal rates 
might result in the quantum of relief being 
different even though the same inconsistency 
is involved. Under the statute, relief is for 
the closed year; whereas a reversal will re- 
sult in relief for the year of the determination. 

ALI Federal Income Tax Statute, Feb- 
ruary, 1954 Draft, Sec. X330(a) (1). 

* Work cited at footnote .102, comment 
at p. 429. 
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erroneous in the first place. Either 
way, the same inconsistency would be 
corrected.*” 

The approach of the American Law 
Institute is quite different. It would 
define “determination” simply as “a 
determination at any time of the tax 
of a taxpayer.’ ** Thus, even the 
filing of a return by the taxpayer or 
the assertion of a deficiency by the 
Commissioner would constitute a de- 
termination.’** Such a definition of 
necessity requires retention of the 
requirement of finality..°%* Probably 
the definition of Section 1313(a)—fall- 
ing between the respective suggestions 
of the ABA and ALI—is preferable 
to either. The ALI definition would 
make it too easy to overcome the bar 
of the statute of limitations. And 
Congress has made it quite clear that 
the mitigation statute is in no way 
intended to emasculate the statute of 
limitations.*® . On the other hand, the 
ABA definition seems unnecessarily 
restrictive. But insofar as the deter- 
mination is a judgment of a court, 
there would seem to be no valid ob- 
jection to the ABA’s position; relief 
in such a case should be granted in 
the same proceeding as that in which 
the determination is rendered.*°% The 
other three types of determination de- 
scribed in Section 1313(a) are adminis- 
trative rather than judicial proceedings. 
In those situations there can be no 
objection to the requirement of final- 
ity. 

™ Work cited at footnote 102, comment 
at p. 430. 

™S. Rept. 1567, 
p. 49, 1939-I CB 815. 

* It must be remembered, however, that 
where related taxpayers are concerned, the 
situation is quite different—involving, as it 
does, errors of proprietorship rather than of 
timing. Obviously, as the related taxpayer 
could not be a party to the determination, 
he could not be granted relief therein. More- 
over, it would be ill-advised, to say the least, 
if relief were allowed to the related taxpayer 
before the determination had attained finality. 
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75th Sess., 


Cong., 3d 





The root problem, as the ABA 
saw it, was the absence of “proce- 
dures whereby both adjustments will 
be made at once as part of the same 


‘determination’ instead of piecemeal 
as at present.” 7° In the area of the 
overlap, Section 481 provides just 
such a procedure. [The End] 


NEW APPOINTMENTS 


The Commissioner of Internal Revenue made the follow- 
ing appointments in the IRS regional commissioner offices: 


Harold B. Binseil, former Assistant Chief of the Audit 
Division in Philadelphia, is now Assistant Regional Commis- 
sioner (Audit) in the Atlanta Region. 


Lawrence M. Stewart, former Executive Assistant to the 
Assistant Regional Commissioner (Audit) at Dallas, is now 
Assistant Regional Commissioner (Audit) for that region. 


Daniel L. Tucker, former Chief of the Intelligence Divi- 
sion at Philadelphia, is now Assistant Regional Commissioner 
(Intelligence) in the San Francisco Region. 


The Commissioner also made new appointments in the 
IRS national office. Paul T. Maginnis has been promoted from 
Chief of the Technical Programming Branch of the Technical 
Planning Division to Assistant Director of that division, 
and Bernard L. Payne has been appointed as Acting Chief of 
the Technical Programming Branch, succeeding Mr. Maginnis. 





Section of Taxation, Report of Com- 
mittee on Statute of Limitations, 1957, pp. 
142-143. The difficulties produced by the 
absence of the desired procedures are illus- 
trated in Rosenberger v. U. S., 56-1 ustc 
7 9123, 138 F. Supp. 117 (DC Mo., 1955), 
aff'd, 56-2 ustc J 9829, 235 F. 2d 69 (CA-8). 
There, the district court had allowed Sec. 
3801 relief to the Commissioner by way of 
counterclaim in the same proceeding as that 
in which the determination was rendered. 
The taxpayer then successfully relied upon 
the allowance of the counterclaim as the 
requisite determination for seeking Sec. 3801 
relief himself in a separate proceeding. The 
allowance of the counterclaim was incorrect, 
because relief should not have been granted 
in the same proceeding as the determination. 
It has also been criticized (see 35 TAXEs 97) 
on the ground, apparently that FRCP Rule 
13(a) requires the claim to have existed at 
the time of: serving the original answer. 
The pleading in which the counterclaim was 
made was the Commissioner’s amended 
answer. The amendment was made at the 
court’s suggestion following the taxpayer's 
concession that allowance of the refund 
claim for 1947 would open up 1932-1942 to 
deficiency adjustments in favor of the Com- 
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missioner. The Commissioner did, then, 
have some claim at the time of filing the 
supplemental pleading. Rules 13(e) and 
15(d) would therefore seem to permit the 
counterclaim. As it related to the distribu- 
tions received by the taxpayer ‘during 1932- 
1942 and the 1947 refund claim related to the 
final liquidating distribution received in 1947, 
the counterclaim could not be said to arise out 
of the same transaction or occurrence that 
was the subject matter of the 1947 refund 
claim. Hence it properly fell under Rule 
13(b), dealing with permissive counter- 
claims, rather than Rule 13(a), which covers 
compulsory counterclaims... However, the 
question still remains as to whether the 
Commissioner in fact had a claim to counter 
with. The rule of finality requires us to 
say he had not. The proper existing pro- 
cedure would have been. for the court to 
enter judgment only on the 1947 refund 
claim. When that judgment became final, 
the Commissioner should have proceeded 
to collect the amounts of the adjustments for 
1932-1942 as if they were ordinary deficien- 
cies. In view of the fact that the taxpayer 
had conceded the claim in the determina- 
tion, it is difficult to see what policy would 
have been subserved by the delay. 
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Tax Requirements Affecting 
Capitalization of Foreign and 
Domestic Corporate Affiliates 


By SHELDON CHERTOW 


This study follows a chronological development from 1935, 

tracing the earlier debt-capital cases, up to modern, highly sophisticated 
corporate situations. The author.is an Illinois attorney and 

certified public accountant engaged in the practice of law in Chicago 

as assistant to Andrew W. Brainerd, Chicago attorney. 


YOUND FINANCIAL STRUCTURE of public and closely held 
corporations implies a proper allocation of investment between 
shareholder and creditor elements. Usually, in public corporations, 
both groups deal at arm’s length; but when a small number of share- 
holders—individuals or corporations—own substantially all the shares 
of a corporation (including a wholly owned subsidiary), it is quite 
possible that they may also be major creditors. Since debt and capital 
may be held by shareholders in indiscriminate proportion, the closely 
held corporation, even though a subsidiary of a publicly owned com- 
pany, faces tax problems of a unique nature. Foreign corporations, of 
course, stand in the most vulnerable position, as dividends paid by 
them do not carry the 85 per cent “dividends received” deduction 
allowed domestic dividends. This situation presents the following 
major issue: Does shareholders’ investment represent indebtedness 
or contribution to capital? 

Tax consequences differ significantly between debt and capital 
financing. If shareholders’ “equity” properly signifies an indebtedness, 
then interest paid or accrued is deductible by the corporation; repay- 
ment of principal is not taxable to the shareholder; and loss on the 
indebtedness is deductible by the shareholder as an ordinary loss pro- 
vided certain conditions are fulfilled. If the investment represents 
a capital contribution, “interest” is not deductible by the corporation ; 
repayment of principal is taxable to the shareholder as a dividend ; and 
losses of the equity are only deductible as capital losses. The source 
of difficulty arises at the time of or after incorporation: In the former, 
either all the assets are transferred to the corporation in exchange for 
both forms of equity, or part of the assets are sold (for notes) and the 
balance exchanged for shares. After incorporation, property may be 
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advanced over a period of time or sold 
to the corporation in return for its 
indebtedness evidence by written in- 
strument or.an open account. Also, 
in a corporate reorganization, capital 
may be exchanged for debt, and vice 
versa. 


In the quest for precise understand- 
ing in this area, the axiom “Seek and 
ye shall find” has little significance. 
Unfortunately, conclusive inferences 
cannot be drawn from over 200 opin- 
ions relevant to debt-capital financing 
problems of closely held corporations 
rendered by the Tax Court and vari- 
ous other federal courts. An attempt 
will be made in this study to categorize 
and classify the case material ; and to 
accomplish this object, a substantial 
number of cases will be analyzed. 


SUMMARY OF FINDINGS 

Two distinct legal approaches char- 
acterize this area of our tax law. 
Prior to 1946, the year in which Kelley 
v. Commissioner was decided, the 
courts’ attention, in determining the 
intent of the parties, was directed 
solely toward an analysis of the written 
provisions on the face of the security, 
and the only question presented was: 
Do the various provisions of the secu- 
rity indicate a creditor or stockholder 
relationship? As a general rule, if 
interest and principal were payable in 
all events, the decision would favor 
the corporation by granting it an in- 
terest deduction. 

The disapproval of any “tax avoid- 
ance” plan, even those which might 
meet the verbal requirements of the 


first judicial approach, was and still is 
the key note of the second analytical 
phase. It is expressed in a now-familiar 
dictum of the Kelley case: 


“There is not present in either situ- 
ation the wholly useless temporary 
compliance with statutory literalness 
which this Court condemned as futile, 
as a matter of law, in Gregory v. Hel- 
vering [35-1 ustc J 9043], 293 U. S. 
465. As material amounts of 
capital were invested in stock, we 
need not consider the effect of extreme 
situations such as nominal stock in- 
vestments and an obviously excessive 
debt structure.” 


The analysis had shifted from a test 
of “form” to a test of “substance.” In 
other words, the parties’ intention of 
creating an indebtedness valid on its 
face (and probably enforceable under 
state law) was now disregarded if the 
substance of the financial structure 
was palpably motivated by the elimin- 
ation or reduction of income tax. Two 
forces opposed each other—the share- 
holders’ right to allocate their invest- 
ment between debt and capital,? and 
the duty of the Revenue Service to 
castigate and eliminate tax avoidance 
plans. 

A growing awareness of the tax 
benefits accruing to the corporate form 
of doing business accelerated judicial 
adoption of this second legal approach 
to the debt-capital problem, and em- 
phasized a consideration of whether 
the taxpayer’s objective was the re- 
duction of corporate taxable income 
by the withdrawal of profits as in- 
terest. Issues concerning the face of 
the instrument diminished ; allegations 





*46-1 ustc J 9133, 326 U.S. 521. 

* The court stated the following in Estate 
of Herbert B. Miller, CCH Dec. 21,196, 24 
TC 923 (1955), rev’d, 57-1 ustc J 9277, 239 
F, 2d 729 (CA-9): 

“We know of no rule which permits the 
Commissioner to dictate what portion of a 
corporation’s operations shall be provided 
for by equity financing rather than by debt. 
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It is common knowledge that the choice of 
procedures in this regard will vary from 
corporation to. corporation, and we think 
that it cannot be said that any particular 
method of issuance of stock and incurrence 
of indebtedness can be labeled as ‘normal,’ 
and hence subject to approval by the Com- 
missioner.” 
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of sham transactions increased. Com- 
paratively high debt and low capital 
raised a question of motive even though 
the verbal requirements of the written 
instruments were fully met. 


The magic of tax avoidance through 
interest deduction did not solve the 
problem of eliminating the tax on the 
recipient. Withdrawal of profits tax- 
free to the creditor took the form of 
repayment of loan, characteristically 
simple in form, often on open account, 
and generally contemplating short- 
term maturity dates. Again the con- 
cept was the same: The greater the 
debt, the more that could be repaid 
tax-free. Since the issue was not al- 
ways the extent to which interest 
could absorb corporate taxable income 
but the amount of profit that could 
be withdrawn tax-free to the share- 
holder-creditor, the analysis changed 
to a determination of whether the 
initial investment was “sufficient” to 


carry the corporate needs, whether 


“adequate capital” had been dedicated 
to the risk of the enterprise. 

This judicial concept was gradually 
formulated: It takes a certain amount 
of capital to produce profits. Any 
amount below that minimum require- 
ment will not produce a_ profitable 
venture. Any amount up to such mini- 
mum requirement should be placed by 
the shareholders at the ultimate risk 
of the business. “Sufficiency” and not 
“amount” of capital was the object of 
any examination investigating an al- 
leged tax avoidance structure. Thus 
a low debt structure was not immune 
from attack, while a high debt struc- 
ture might be subject to court approval. 


It is not intended in these para- 
graphs to oversimplify the complex- 
ities and implications of the phrase 
“sufficiency of capital.’”’ Not only does 
that quantum differ from industry to 
industry but from business to busi- 
ness—a fact which largely explains 
why it is that in this area, courts in- 
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cline to decide cases not on an objec- 
tive standard summarized in rules of 
law but rather upon a review of all 
the facts and upon a more subjective 
basis. Thus, a review of apposite 
decided cases is essential to a proper 
understanding of the posture of the 
law, at this stage in its development. 
The following analysis is divided into 
two sections: (1) cases which looked 
to the intent of the taxpayer, previ- 
ously here termed the first legal ap- 
proach, and (2) those which disregarded 
the intent of the taxpayer in deter- 
mining the substance of the financial 
structure, representing the judicial 
trend of recent years. 


FACE OF INSTRUMENT 
EVIDENCING INTENT OF PARTIES 


When corporations first became part 
of the business scene, ownership was 
evidenced by a simple form of stock. 
As business needs for capital increased, 
a means. of attracting new investors 
was needed. One approach taken by 
the several states was the liberaliza- 
tion of corporate laws to permit the 
issuance of stock with various rights 
and preferences. The appearance of 
preferred shares provided preferred 
shareholders with rights closely par- 
alleling those of bondholders; and as 
a result, distinguishing bonds from 
preferred stocks proved difficult. For 
purposes of identifying corporate secu- 
rities containing provisions common 
to both stocks and bonds, the term 
“hybrid securities” was improvised. 

And it was these usual corporate 
structures which the Commissioner of 
Internal Revenue attacked, denying 
that “hybrid securities” evidenced in- 
debtedness. In the usual situation 
both common stocks and “hybrid secu- 
rities” were owned by the controlling 
shareholders of a closely held corpor- 
ation; a deduction for interest was 
claimed by the corporation and denied 
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by the Commissioner: The sole issue 
was whether the security was debt or 
capital. If debt, the corporation might 
properly pay interest to the security 
holder and claim an interest deduc- 
tion. If capital investment, payments 
made to the security holder were divi- 
dends, and not deductible by the cor- 
poration. To best analyze the Tax 
Court approach to these earlier debt- 
capital cases, it is desirable to consider 
some typical provisions carried on the 
face of these “hybrid securities.” In 
general, these provisions refer to re- 
payment of principal and to payment 
of “interest,” and delineate rights and 
obligations. with respect.to third parties. 


On the subject of principal repay- 
ment, these securities, as often as not, 
set forth a fixed maturity date and a 
discretionary or conditional right of 
extending that maturity date. Secu- 
rity for repayment, in the form of a 
trust deed, mortgage or sinking fund, 
was the exception and not the rule. 


In the area of “interest” payments, 
these securities normally provided a 
fixed date of payment, a fixed or vari- 
able (dependent on earnings) — rate, 
and a statement on whether “interest” 
should be payable only out of earn- 
ings or payable in any event. Some- 
times they provided for accelerating 
repayment of principal (whether auto- 
matic, dependent on vote of bond- 
holders or shareholders, or conditioned 
upon lapse of time) in case of default 
in payment of interest. 


Finally, in case of default, a provi- 
sion was frequently included fixing 
the preference rights of hybrid secu- 
rity holders compared with the rights 
of common shareholders (who are 
normally also holders of the hybrid 
securities) and general creditors. For 
credit purposes, hybrid security hold- 
ers were usually subordinated to 
creditors, but preceded common share- 





*35-1 ustc 99179, 76 F. 2d 11 
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holders in their right to claim asset 
proceeds in event of liquidation. 


The first debt-capital cases coming 
before the Tax Court involved hybrid 
securities which contained provisions 
similar to those described in the above 
paragraphs. Since a prime character- 
istic of indebtedness is repayment, the 
courts took an approach limited solely 
to an interpretation of the provisions 
relating to maturity. Consideration of 
the question of inadequate capitaliza- 
tion was left for some later year, even 
though a litigating corporation was occa- 
sionally inadequately capitalized. For 
example, in Commissioner v. O. P. P. 
Holding Corporation,’ a holding com- 
pany was organized in 1929 to acquire 
all the stock of Oneida Paper Com- 
pany, valued at $260,000, in exchange 
for the following: 


$250,000 


Capital stock (representing 
one half of authorized 
issue ) 


Debentures, 8%, 25 years 


10,000 


$260,000 


Since the book value of the Oneida 
net assets was $130,000, a figure which 
was less than fair market value and 
did not include good will, the Com- 
missioner argued that the inflated 
value reflected in the indebtedness was 
a tax device designed to take a greater 
interest deduction. The court justified 
the revaluation by stating that the 
rate of return for 1929 was extremely 
high (26 per cent) and increasing. 
The appellate court’s conclusion that 
the holding company could deduct in- 
terest on the debentures was based on 
the provision that accumulated in- 
terest and principal were legally pay- 
able in all events at maturity date. 
Apparently the fact that the maturity 
date could be extended by a vote of 
two thirds of the outstanding bond- 
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holders, or that the bondholders were 
subordinated to the claims of general 
creditors though superior to share- 
holders, did not influence the court. 


Using maturity date as an analytical 
focal point, the Tax Court disallowed 
interest deductions in situations pre- 
senting no maturity date at all, as well 
as those in which the date, though ascer- 
tainable, depended upon certain condi- 
tions precedent. The principle was stated 
in John Wanamaker Philadelphia: + 


“The essential difference between a 
shareholder and a creditor lies in the 
fact that the stockholder makes an 
investment and takes the risk of the 
venture, while the creditor seeks a 
definite obligation. payable in any 
event.” 

In Golden Belt Lumber Company, 
a case in which no maturity date was 
provided for repayment, the taxpayer, 
organized in 1921 with common stock 
of $250,000 and noncumulative pre- 
ferred of $250,000, was unable to meet 


preferred dividend payments during 
the depression years of 1932-1938, and 
had recapitalized by issuing “debenture 
preferred” in exchange for the pre- 


ferred stock. Purportedly debt was 
substituted for stock. The court denied 
the interest deduction, citing Brown- 
Rogers-Dixson Company v. Commis- 
sioner® for the proposition that one 
of the fundamental characteristics of 
a debt is a definitely determinable 
maturity date. The court also noted 
that the parties in Golden Belt Lumber 
Company had treated the hybrid secu- 
rity holders as shareholders. 


But reliance on a fixed maturity date 
to legally support the claim of debt 
proved an illusion shortly to be de- 
stroyed by new court decisions. With- 
in a matter of weeks, Northern Re- 
frigerator Line, Inc." denied a deduc- 


*CCH Dee. 13,115, 1 TC 937 (1943), aff'd, 
44-1 ustc § 9124, 139 F. 2d 644 (CA-3). 
*CCH Dec. 13,034, 1 TC 741 (1943). 
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tion for interest payments on a typical 
hybrid security because retirement was 
possible only if capital remained un- 
impaired. Here, Northern Refrigerator 
Line, Inc., a newly formed corpora- 
tion, distributed common stock to its 
parent and preferred debentures to 
various unidentified persons. In an- 
swer to the contention that the parent 
guaranteed payment of principal, the 
court stated that the contract of guar- 
anty, since it came from a third party, 
was separate and distinct from the 
privity of corporation and stockholder, 
and, therefore, that a stockholder’s 
guaranty could not operate to fix a 
maturity date where such a date was 
not otherwise unconditionally stipu- 
lated in the security. 


In 1945, in Charles L.. Huisking & 
Company,® the Tax Court again found 
that indebtedness did not exist where 
a newly formed corporation merged 
with an affiliate and issued common 
stock and preferred debentures. The 
court stated: 


“The debentures provided for pay- 
ment of the principal sum at a speci- 
fied maturity date in 1951, but this 
again is not decisive, for it is not 
unusual for preferred stock to have a 
maturity or retirement date. 


“The fundamental basis for our con- 
clusion that these securities are more 
nearly like preferred stock than in- 
debtedness is the fact that the de- 
bentures are unsecured and are 
subordinated to the claims of all 
creditors of the petitioner and the 
payment of interest is not absolute. 


Lal 


. . . In the instant case the holders 
of the debentures are entitled to the 
payment of the principal sum at ma- 
turity, but they are entitled only to 
such interest as the debtor corpora- 
tion shall determine they may have. 


*41-2 ustc 9657, 122 F. 2d 347 (CA-4). 
"CCH Dec. 13,055, 1 TC 824 (1943). 
*CCH Dec. 14,322, 4 TC 595 (1945). 
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‘Stockholders have no absolute 
right to dividends until they are de- 
clared. A creditor has a right to his 
interest in any event.’ ” 


Since subordination to creditors and 
lack of security are common to this 
group of cases, the court in the 
Huisking case based its opinion largely 
on the indefiniteness of interest pay- 
ments. But maybe there was more: 
In the year 1945 most. of the tax prob- 
lems which had lent themselves to an 
equitable solution based chieflly upon 
an analysis of the written terms con- 
tained in. hybrid securities had been 
solved, and a new approach was needed 
to curb the rising incidence of tax 
avoidance in this area. In the Huis- 
king litigation the court first: refers to 
the relationship of the parties as not 
being indicative of an arm’s-length 
transaction and to the fact that new 
capital did not come into the corpora- 
tion by reason of the merger. 


In April of 1945, two cases were 
decided that indicated a change in the 
Tax Court’s analysis of debt-capital 
cases. Both involved debentures 
which apparently evidenced a valid 
indebtedness; yet each reached a dif- 
ferent result. Furthermore, though 
there was a trace of an inadequate 
capital structure, this element was not 
discussed. In the first of these, Clyde 
Bacon, Inc.,° a corporation was formed 
out of a corporate reorganization the 
ultimate result of which saw stock and 
debentures of a newly acquired cor- 
poration distributed to its sharehold- 
ers as follows: 


$270,000 


Debentures 


Capital stock 


A decision that a deduction could 
be taken for interest was based on the 


*CCH Dec. 14,479, 4 TC 1107 (1945). 
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ground that the face of the instrument 
evidenced a valid indebtedness. Fac- 
tors such as nomenclature being con- 
sonant with indebtedness, fixed interest 
payments, subordination to general 
creditors but priority as to sharehold- 
ers, and lack of voting rights were dis- 
cussed as pointing to a valid indebted- 
ness. The court also commented on 
the conversion of stock to debt which 
had occurred in this case: 

“At the formation of the corporation 
there was no obligation on the peti- 
tioner to issue any definite amount of 
stock in exchange for the assets re- 
ceived. It had the privilege of deter- 
mining the character and amount of 
its securities so exchanged if they 
were satisfactory to the recipient. The 
petitioner had the right to replace the 
stock: interest with an evidence of 
indebtedness, if it so desired.” 

What appeared to be approval for 
granting interest deductions for in- 
debtedness valid on its face was 
quickly dispelled 11 days later in 1432 
Broadway Corporation,’® where in order 
to facilitate the operation and man- 
agement of inherited real estate, 14 
related individuals formed a corporation 
to which they transferred property 
valued, after deduction of outstanding 
mortgages, at $900,000, and in return 
for which they received a total of 
$1,170,000 in debentures and 390 shares 
of stock, both ratably in proportion to 
the contribution of each. investor. 
Since the face of the debentures evi- 
denced a valid indebtedness, the court 
used another test—substance v. form 
—in disallowing the deduction for 
accrued interest. After stating that 
the debentures evidenced an indebted- 
ness valid on their face, the court 
held: 

“We therefore bypass ihe examina- 
tion of the legalistic craftsmanship of 


CCH Dec. 14,497, 4 TC 1158 (1945), 
aff'd, 47-1 ustc 9213, 160 F. 2d 885 (CA-2). 


TAXES—The Tax Magazine 








the debentures which the taxpayer 
invites and go directly to the circum- 
stances to determine whether, not- 
withstanding their form, the substance 
of the transaction which they purport 
to evidence was in actuality a loan 


” 


The court stressed the fact that no 
allocation of the value of the property 
between debt and capital had been 
made and, more important, that own- 
ership of the stock and debentures in 
the same relative proportions resulted 
in the possible distribution of rental 
income to the same the 
form of either dividends or interest. 
In effect; the court considered the 
arrangement a scheme to avoid cor- 
porate income taxes; and though this 
case first introduces the substance- 
v.-form analysis to the debt-capital 
held, and the proportionate ownership 
test as a part of that analysis, it is 
clear that inasmuch as in a closely 
held corporation stock and debt are 
almost always held in the same pro- 
portion, proportionate ownership was 
probably not the decisive factor in the 
court’s decision. A more basic objec- 
tion existed. 


persons in 


Though not expressed as inadequacy 
of capitalization, it is apparent that 
the court was concerned with a capi- 
tal structure of less than zero. This 
view was emphasized a year later in 
Cleveland Adolph Mayer Realty Corpo- 
ration ** as a vital one of nine factors 
distinguishing the two cases. At page 
739, the court stated: 

“Against assets consisting of $900,000 
net value of real estate plus $40,000 of 
cash the corporation authorized 
$:,500,000 of debentures and actually 
issued initially $1,170,000. In other 
words, there [1432 Broadway Corpora- 
tion| the debentures actually issued 
represented approximately 124.5 per- 





"CCH Dec. 15,079, 6 TC 730 (1946). 
Cited at footnote 1. 
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cent of the net value of the corpora- 
tion’s assets . ¥: 

Five of the remaining eight distinc- 
tions listed by Judge Smith pertained 
to the face of the debenture, elements 
which 1432 Broadway Corporation con- 
ceded as indicative of a valid indebt- 
edness. Indeed, Judge Smith was 
caught in a period of evolutionary 
change—from that approach which 
considered the terms of an instrument 
for the purpose of determining the 
“intention” of the parties to create an 
indebtedness to an. approach, just 
emerging, which disregarded the form 
of the instrument and weighed all the 
elements of the transaction to find its 
substance. 


A few months prior to the Cleveland 
decision, the Supreme Court decided 
companion cases which gave expres- 
sion to this new basis for judicial 
analysis. Both cases involved recap- 
italization in which stock had been 
exchanged for debt. In each case, 
substantially similar “hybrid securi- 
ties” gave rise to interest deductions 
which had been allowed by the Tax 
Court in Kelley ** but denied in Talbot 
Mills, the cases which the Supreme 
Court then had under review. The 
analysis in both involved character- 
ization of the securities according to 
various time-tested standards: 

(1) The name given to the certifi- 
cates. 

(2) The presence or absence of ma- 
turity date. 

(3) The source of payments. 

(4) The right to enforce payment 
of principal and interest. 

(5) Participation in management. 


(6) Status equal to or inferior to 
that of regular corporate creditors. 


(7) Intent of the parties. 


* 46-1 ustc § 9133, 326 U. S. 521. 





Recognizing these tests, the deci- 
sion of the Supreme Court further 
emphasized the importance of the 
lower court’s determination on all 
matters. of fact in this area, and af- 
firmed both decisions. In addition, it 
added the following significant obser- 
vation, which has since been repeat- 
edly cited: 


“There is not present in either sit- 
uation the wholly useless temporary 
compliance with statutory literalness 
which this Court condemned as futile, 
as a matter of law, in Gregory v. Hel- 
vering As material amounts 
of capital were invested in stock, we 
need not consider the effect of ex- 
treme situations such as nominal stock 
investments and an obviously exces- 
sive debt structure.” 


DISREGARD OF INTENT 
OF PARTIES FOR TAX PURPOSES 


Shortly after Kelley, a number of 
“hybrid security” cases were decided 
in which the amount of debt held by 
the shareholder element was more 
than the invested capital ; and in many 
of these, “cumulative income deben- 
tures” (interest payable only out .of 
earnings) were involved. These de- 
cisions in the Tax Court generally 
favored the taxpayer. The following 
cases indicate the court’s concern over 
the withdrawal of large sums of money 
by shareholders with consequent re- 
duction of taxable income. Directly 
correlated was the high debt and low 
capital financial structure. 


Hybrid Securities After Kelley 

In Mullin Building Corporation ‘* the 
owner of a retail clothing store, in 
desiring to eliminate from the risks of 





*CCH Dec. 
aff'd, 48-1 
(CA-3). 


16,013, 9 TC 350 (1947), 
ustc $9261, 167.F. 2d 1001 
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the retail function the store building 
encumbered by a $105,000 mortgage, 
formed the Mullin Building Corpora- 
tion to which this property was trans- 
ferred in return for: 


Debentures preferred, 


5%. nonparticipating $290,000 


10,000 


Common stock 


$300,000 


In denying a deduction for interest 
paid, the court used the tests laid 
down in the Kelley-Talbot cases and, 
without limiting its decision to lack 
of maturity date, explained in detail 
why each provision of the hybrid se- 
curity (though acceptable in most 
other cases) was a sham. For exam- 
ple, it stated that the provision accel- 
erating repayment of principal for 
default was without substance because 
liquidation of the property would 
force the closing of the business. and 
thus not be feasible. “Such a course 
would furnish an. apt illustration of 
killing the goose that lays the 
golden eggs,” the court said. As to 
the “intent” of the parties to create a 
valid debt, it questioned whether a 
large debt structure could accomplish 
the controlling shareholders’ ends of 
improved credit position for the sales 
company, and the fact that new capi- 
tal, though not always necessary,” 
was not obtained by the issuance of 
the debentures... Whatever the reasons 
given by the court for its decision, the 
underlying problem was. stated. at 
page 358: 

“The sales company formerly owned 
the building and therefore had had 
no rental deduction. After the crea- 
tion of petitioner the sales company 
rented the building and got a deduc- 
tion therefor. To petitioner this rental 





* Citing Cleveland Adolph Mayer Realty 
Corporation for the proposition that new 
capital is not always an essential require- 
ment to create valid indebtedness. 
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was income, but, by virtue of its rela- 
tively large claimed debt to its deben- 
ture holders, a large portion of this 
rental income was offset by deduction 
for interest payments. This accom- 
plishment is a matter of potent and 
pertinent consideration here and mili- 
tates against the reality of the claimed 
debt creation.” 


In Swoby Corporation,’® an owner of 
real property, as part of a transaction 
to acquire additional property and to 
assure continuing income to herself, 
formed a corporation by transferring 





Assets $511,000 


$511,000 


The property was leased for 99 years 
at an increasing rental which closely 
approximated, for the initial years, 
the interest paid on the income de- 
bentures. The court denied a deduc- 
tion for interest paid by distinguishing 
the Kelley-Talbot cases on the ground 
that the debt structure was excessive 
and that a maturity date of 99 years, 
though definite, did not fall within the 
reasonable future.*’ The court said: 

“Except taxwise, every advantage 
said to have been sought from the 
security in the proceeding at bar could 
have been attained through an equiv- 
alent issue of preferred stock.” 


Though the literal meaning of this 
statement has been refuted in other 


property valued at not less than 
$250,200, in return for the following: 
Income debentures, 8% 
cumulative, 99-year 


term . . $250,000 
Capital stock 200 


$250,200 


The corporation immediately ac- 
quired adjoining property belonging 
to third parties and valued at $250,000, 
and placed a $285,000 mortgage on the 
entire property. Thereafter, the bal- 
ance sheet appeared as follows: 


Mortgage $285,000 
Income debentures 250,000 
Stock . 200 
Deficit (24,200) 


$511,000 


cases,’* it is here inserted to indicate 
that the court’s primary concern was 
that the interest deduction reduced 
substantially all the income without 
an acceptable business function being 
fulfilled. 


Mullin Building Corporation and 
Swoby Corporation present extreme 
situations in which most of the gross 
income was. offset by interest deduc- 
tions. In the following cases, not so 
extreme, the problem faced by the 
shareholders was one of determining 
an allocation of debt and capital ac- 
ceptable to the courts. 


In the case of Toledo Blade Com- 
pany *® stock was exchanged for the 
following: 





* CCH Dec. 16,123, 9 TC 887 (1947). 

"But cf. Ruspyn Corporation, CCH Dec. 
19,112, 18 TC 769 (1952), in which a 90-year 
debenture was held indebtedness. 

* For example, in Toledo Blade Company, 
cited at footnote 19, the Tax Court said: 
“We said in... Kelley . .. that ‘stock- 
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holders have the right to change to the 
creditor-debtor basis, though ‘the reason 
may be purely personal to the parties con- 
cerned.’ ” 

*CCH Dec. 16,736, 11 TC 1079 (1948), 
aff'd, 50-1 uste J] 9234, 180 F. 2d 357 (CA-6), 
cert. den., 340 U.S. 811 (1950). 
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$3,000,000 
500,000 


Debentures, 7% 


Common stock 


$3,500,000 


Approximately 55 per cent of the 
average annual net income of $370,000 
was annually paid out in interest to 
the debenture holders. Though the 
purpose of the exchange was not clear 
from the facts, one reason advanced 
by the controlling element was that 
bonds in their hands would. best help 
finance a $4 million debt owing to 
third parties and incurred to acquire 
the corporation. The substance and 
form of the transaction were found 
legally acceptable. Reliance was 
placed on the Kelley-Talbot and the 
Cleveland Adolph Mayer Corporation 
cases, as being factually similar. 


In New England Lime Company,” a 
corporation arising out of a bank- 
ruptcy reorganization, preferred stock 
was exchanged for the following: 


Debentures, 3% fixed, 3% 
participating, unsecured 


25-year maturity $538,100 


Surplus 31,000 


Capital stock (no stated 
value) 


ee. 


$569,100 


A significant bustness purpose lay 
behind the exchange: Unless a ma- 
jority of the preferred stock was re- 
tired, the preferred shareholders could 


* CCH Dec. 17,288, 13 TC 799 (1949). 

** Additional factors include the follow- 
ing: no voice in management by holders of 
debentures; legitimate business purpose; 
bondholders not subordinated to creditors; 
preferred stockholders originally bondholders. 

=Cf. Sabine Royalty Corporation, CCH 
Dec. 18,684, 17 TC 1071 (1951). Here com- 
mon stock of $187,500 including surplus 
(paid in) of $437,500 was exchanged for 
income debentures of $625,000. Though no 
new capital was added to the corporation, 
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elect a majority of the directors. 
Word came to top management that 
an outside group, not friendly to the 
management of the company, was buy- 
ing preferred and common for the pur- 
pose of control. To counter this move, 
preferred stock was exchanged for 
bonds; and thereafter in 1941 
1942 approximately 64 per cent and 
53 per cent, respectively, of the cor- 
poration’s income was offset by interest 
paid or accrued. The court concluded 
at page 804: 


and 


“The substantial value in the out- 
standing stock, the wide and dispro- 
portionate distribution of the stock 
and bonds, the shift of the voting 
power to the common stock, and other 
factors '1) , serve to distinguish 
this case from those relied upon by 
the respondent |[Commissioner].” ** 


Apparently, a wide and dispropor- 
tionate ownership and a legitimate 
business purpose, coupled with the 
fact that the preferred stockholders 
were originally bondholders, were suf- 
ficient grounds to favor the taxpayer 
regardless of the percentage of in- 
come paid or. accrued in interest. 


In Lansing Community Hotel Corpo- 
ration ** a building corporation during 
the depression years had difficulty col- 
lecting rents. One method of reduc- 
ing expenses was the reduction of 
capital stock in order to reduce the 
Michigan capital stock tax. Whether 
this was the motivating force or not, 
the fact was that the par value was 


an interest deduction was allowed, the court 
stating: “The evidence indicates that the 
change was made to satisfy the demands 
of some shareholders for an interest other 
than stock, and to effect small administra- 
tive economies. Here, as in the New Eng- 
land Lime Co. case, “The parties recognized 
that the shift would help the petitioner tax- 
wise, but that is not sufficient reason for 
denying the deductions claimed.’ ” 

*CCH Dec. 17,488, 14 TC 183 (1950), 
aff'd, 51-1 ustc f 9193, 187 F. 2d 487 (CA-6). 
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reduced from $100 to $50 by a corre- 
sponding credit to paid-in surplus of 
$463,000. In 1942, ten years later, a 
dividend was declared and paid in the 
form of 5 per cent cumulative income 
debentures to about 300 shareholders. 
Substantially all of the dividend was 
paid out of the paid-in surplus created 
ten years previously. Dividends and 
interest payments in subsequent pros- 
perous years averaged about $22,000 
per year. 

One argument of the Commissioner, 
rejected by the majority opinion but 
accepted by six dissenters, was that 
the debentures did not represent “bor- 
rowed capital” but were in fact capital 
originally placed at. the risk of the 
business. The majority rejected the 
point that néw capital must be paid 
in to the corporation since similar 
factual situations prevailed in Kelley- 
Talbot and the New England Lime 
Company cases. Though the. stock 
and debentures were proportionately 
held at all times, an interest deduc- 
tion was allowed.** 


Ratio Analysis 
and Tax Avoidance Securities 

The early 1950's were a liberal era 
for the allowance of an interest deduc- 
tion in hybrid security cases. Appar- 
ently, even in the face of compara- 
tively large interest deductions, the 
Commissioner had a difficult time in 
overcoming the Supreme Court dic- 
tum in the Kelley case where the debt- 
capital ratio was at least four to one 
and the hybrid security evidenced an 
indebtedness valid on its face. Ina 
couple of cases, where the ratio of 
debt to capital was four to one or less, 
the Commissioner’s attack was based 





* A payment out of surplus was rejected 
by the Tax Court in Kraft Foods Cerpora- 
tion, CCH Dec. 20,121, 21 TC 513 (1954), 
but reversed on appeal (56-1 ustc {.9428, 
232 F. 2d 118 (CA-2)). 


Capitalization of Corporate Affiliates 


on the contention that the debentures 
were not supported by value. 


In The Tribune Publishing Com- 
pany ** inadequate capitalization was 
not at issue, but the question was 
whether value had been received by 
the taxpayer corporation at the time 
it received assets having a fair market 
value of $352,240 and issued out equity 
therefor, as follows: 


$251,600 
100,640 


Debentures, 6%, 25 years 


Common stock 


$352,240 


Included in the net assets received 
by the corporation was an item of 
good will of $169,000. The court held 
that the intangible asset, good will, 
although having no cost basis, was 
properly includable because expert 
witnesses had proved its value: 


“The uncontradicted testimony of 
well qualified witnesses in support of 
the appraised fair market value of the 

net assets establishes to 
our satisfaction that such value was at 
least equal to the amount of the stock 
and debentures issued by petitioner.” 

This. case holds that intangible as- 
sets transferred to a corporation may 
constitute value, and implies that fair 
market value should be used in com- 
puting “capital” in the debt-capital 
ratio, a proposition which future cases 
were to re-emphasize.*® Thus, in con- 
sidering the significance of what is 
commonly called the “debt-capital 
ratio,” it should be borne in mind that 
“capital,” as a denominator in the 
fraction, does not necessarily mean 
the book value of capital, but rather 
the whole balance of fair market value 
of the entire assets in excess of exist- 





* CCH Dec. 18,753, 17 TC 1228 (1952). 

*E. g., Ruspyn Corporation, cited at foot- 
note 17, and Estate of Herbert B. Miller, 
cited at footnote 2. 
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ing liabilities. Sheldon Tauber. spe- 
cifically so holds.** 

Just as intangibles may be trans- 
ferred to a corporation for debentures 
and have the substance to sustain an 
interest deduction,”* another accept- 
able procedure is the conversion of 
accounts payable into formal evidences 
of indebtedness. In Graves Brothers 
Company® 14 related stockholders 
voted to convert $700,000 of unpaid 
salaries, dividends, loans and advances, 
and interest represented by one ac- 
counts payable account into deben- 
tures evidencing a pure form of debt. 
Their action was prompted by the 
prior action of the president of the 
company directing the accountant to 
cancel the indebtedness on the books. 
After the change, interest was paid 
every year. In holding that interest 
was deductible, the court relied heavily 
on Kelley and found “that there is noth- 
ing in the evidence to indicate any lack 
of genuineness of the indebtedness.” 


One of the more familiar cases in 
this area, often relied upon unjustifi- 
ably for its low debt-capital ratio of 
3% to one, is Ruspyn Corporation,*® 
in which a building corporation, formed 
in 1929 by beneficiaries of four trusts, 
issued the following for real property 
valued at not less than $2.7 million: 


Debentures, 6% non- 
cumulative, 85-year 
maturity 


Capital stock 


$2,100,000 
600,000 


$2,700,000 


*™ CCH Dec. 21,002, 24 TC 179 (1955). 


*In John W.. Walter, Inc. CCH Dec. 
20,735, 23 TC 550 (1954); Walter, because 
of his experience and contact in the field, 
acquired a franchise from the Stewart- 
Warner Corporation to distribute radio and 
television products for the New York metro- 
politan area. Though paying nothing for 
the franchise, he transferred it to a newly 
organized corporation for $100,000 worth of 
3% per cent debenture bonds; and in a sep- 
arate but simultaneous transaction, he trans- 
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From 1929 (the year of incorpora- 
tion) to 1944 (the deficiency year) 
approximately 94 per cent of the gross 
income (gross rents) was paid out in 
interest on the debentures. Dividends 
were never paid, and the stocks and 
bonds were held proportionately. This 
case had all the ingredients of a tax 
avoidance plan ; yet an interest deduc- 
tion was allowed, apparently for two 
reasons: The first was stated at page 


778: 


“ 


full value was paid in to 
petitioner for the debentures and the 
stock. Such an equity investment of 
$600,000 in petitioner clearly was sub- 
stantial and represented the proprie- 
tary interest in the corporation. The 
ratio of debt to equity investment was 
only 3% to 1, whether taken on the 
basis of face and par value or on 
the basis of actual value. In view of 
the substantial equity investment in 
petitioner and a ratio of debt to equity 
investment of only 3% to 1, the situ- 
ation is as favorable to petitioner as 
that involved in Kelley v. Commis- 
sioner, 326 U. S. 521, where the ratio 
of debt to stock was 4 to 1.” 


The second reason justified the ex- 
ceptionally large amount of rental in- 
come being offset by interest: 


“At the time of petitioner’s organi- 
zation in July 1929 at a time when 
real estate values in New York City 
were high and steadily advancing, it 
was anticipated by its organizers and 
stockholders that the earning power 
of the properties transferred to it 


ferred personal property valued at $25,000 
and received all of the authorized stock in 
a like amount. Even though the franchise 
agreement had a one-year life, the court 
found that it had substantial value. Note- 
worthy is the reason for incorporating: 
Walter anticipated that profits would be 
very high—$200,000. Without incorporation, 
the personal income tax would absorb most 
of this amount. 
* CCH Dec. 18,845, 17 TC 1499 (1952). 


” Cited at footnote 17. 
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would amply cover the interest upon 
petitioner’s debenture bonds and would 
leave a substantial amount available 
for expenses, reserves, and dividends. 
Subsequent events, however, revealed 
that this anticipation was not well 
founded. The great depression came 
on 


Thus, when anticipated income 
drops because of circumstances be- 
yond the control of the parties, an 
interest deduction may be allowed 
even though income is substantially 
consumed by interest. The Ruspyn 
case then holds that earning power 
on the amount invested is a factor not 
to go unnoticed: 


“The 6,000 shares of capital stock 
issued by petitioner represented an 
investment of $600,000, which, based 
upon the estimates of petitioner’s fu- 
ture net rents, would have substantial 
earning power.” 


Thus, up until 1952, the cases in the 
hybrid security area had been fairly 
generous to the taxpayer. But there 
was to bea limit. In one case decided 
not long after, debentures, on the 
formation of a building corporation, 
were exchanged for real estate the net 
fair market value of which was less 
than the face of debentures but more 
than the book value of the 
Though the stock and debentures 
were not held proportionately, . the 
court denied the interest deduction. A 
low capitalization, subsequent postpone- 
ment of interest payments originally 
fixed, and yearly income insufficient 
to meet interest requirements impressed 
the court. In disregarding the dispro- 
portionate investment in stocks and 
bonds by the security holders, the 
court emphasizes the closeness of the 
relationship of the stockholder-bond- 
holders: 


assets. 





"CCH Dec. 23,032, 30 TC 580 at p. 599 
(1958). 
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“To the extent that there were dis- 
proportionate holdings the matter is 
of considerably less significance than 
might otherwise be the case among 
strangers where arm’s-length dealings 
are more likely to be encountered and 
where disproportionate holdings might 
be more meaningful. The parties ap- 
parently were content to permit vot- 
ing control to continue in accordance 
with the distribution of stock while 
letting the debentures represent their 
true economic fractional interests in 
the enterprise.” (Hoguet Real Estate 
Corporation.*") 

From this and other cases, it is ap- 
parent that the proportionate interest 
test is not determinative of the debt- 
capital issue: Ruspyn Corporation pro- 
vided an example of an interest 
allowance though stocks and bonds 
were held proportionately; yet in 
Hoguet Real Estate Corporation a dis- 
proportionate investment in stocks 
and debentures did not prevent the 
court from holding against taxpayer ; 
in the “informal debt” cases to be dis- 
cussed in a subsequent section, pro- 
portionate ownership proved fatal to 
the taxpayer’s case. If an apparent 
“tax avoidance plan” is the best ex- 
planation which the courts may offer 
when they would decide adversely, 
what criteria indicate this unfavorable 
accusation? Obviously, if income is 
depleted by the interest deduction, a 
corporation saves tax. However, if 
the deduction is unreasonably large 
because of circumstances beyond the 
control of the shareholder-debenture 
holder, it will be upheld. If the ex- 
pected rate of return on invested 
capital, computed using the net fair 
value of the asset, is high, then the 
corporation would be properly re- 
garded as adequately capitalized and 
earnings would exceed the interest 





deduction. Under these conditions, 
as long as the court holds to- the 
proposition that shareholders are free 
to allocate between debt and capital, 
there need be no fear of adverse tax 
consequences. 

What appears to be an inconsistency 
in the proposition that an interest de- 
duction can be taken as long as it 
does not absorb substantially all the 
income is found in Araft Foods Cor- 
poration.*” National Dairy 
Corporation, a holding company, over 


There, 


Current Assets 21,000,000 
(Cash: $5 million) 
15,000,000 


( »,000,000 


$42,000,000 


Investments 


Other assets 


It should be noted that the com- 
pany appears to have tax- 
motivated, for since consolidated returns 
were abolished in 1934, the holding 
company had large losses which could 
not be offset against the large profits 
of its subsidiaries, and thus. an in- 
terest payment to the parent would 
permit the flow to it of such offsetting 
income and at the same time reduce 
the profits of the subsidiary. Conse- 
quently, a $30 million dividend. pay- 
able in 6 per cent debentures was 
declared and paid to the holding com- 
pany by Kraft Foods Corporation. 
Thereafter, between 1930 and 1937 
approximately $21.8 million was paid 
in cash dividends to the holding com- 
pany; in 1937-1938, dividends of $6.6 
million were declared and paid in de- 


been 


a period of years acquired a number 
of dairy and ice cream companies 
either for cash, stock or debentures. 
The operating company, Kraft Foods 
Corporation, was organized after the 
holding company acquired, in 1930, 
the assets and assumed the liabilities 
of Kraft-Phenix Corporation. Sub- 
stantially all of the assets of the 
acquired corporation, valued at $72 
million, were transferred to the new 
operating corporation, whose balance 
sheet after the transaction appeared 
as follows: 


Equity 
Liabilities 
(owed to parent, 
$1.5 million) 


Earned surplus 


Capital stock . 


mand notes. Between 1934 and 1940, 
interest of $11.7 million was paid the 
holding company on the $30 million 
debentures it then held. Obviously, 
interest did not absorb 
Kraft’s income. Accepting the facts 
that capital was not “thin” ** and that 
both dividends and interest were paid, 
the Kraft Foods case does not differ, ex- 
cept for the parent-subsidiary relation- 
ship, from predecessor hybrid security 
cases. Yet the Tax Court disallowed 
the deduction, basing its opinion on 
“tax motivation” characterized by the 
parent-subsidiary relationship in which 
the operating company was stated to 
be a “department” of the holding 
company, and lacking in intent to 
create a bona fide indebtedness. 


deductions 





*® Cited at footnote 24. 
“The upper court found a debt-capital 
ratio of 10:13; arrived at as follows: 
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Debt 
Capital 


$30,000,000 
$39,000,000 


Net fair market value. . $69,000,000 
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The Second Circuit reversed this 
decision of the Tax Court, first by in- 
dicating that since the debentures 


were simple in form, they evidenced 
an intent to create an indebtedness. 
But it went further by stating: 


“In such a case we think the prob- 
lem is not one of ascertaining ‘intent,’ 
since the parties have objectively 
manifested their intent. It is a prob- 
lem of whether the intent and acts of 
these parties should be disregarded 
in characterizing the transaction for 
federal tax purposes [citing Gregory 
v. Helvering, 293 U. S. 465 (1935)].” 


The majority relied heavily on the 
“legal theory” of consolidation, that 
is, legally both parent and subsidiary 
are to be regarded under the law as 
separate entities. A dissent took the 
approach of the Tax Court, which 
accepted the “economic theory” of 
consolidation—accepting the enterprise 
as “one.” 


It is perhaps apropos to close the 
discussion of hybrid securities on a 
case regarded by the court as purely 
in the tax avoidance pattern. As an 
introduction, it should be noted that 
in John W. Walter, Inc.,°* the sole 
owner of a business incorporated to 
avoid the immediate effects of the 
individual income tax. Walter’s mo- 
tives were not regarded as detrimental 
for he would eventually be taxed, and, 
in fact, earnings were currently taxed 
at the corporate level. But what about 
a plan that would eliminate all taxes 
at the corporate level? 


The Gregg family controlled a New 
York. corporation engaged in the 
building and selling of railway cars 
and equipment in various parts of the 
world, mainly in Latin America. It 





“Cited at footnote 28. 
*CCH. Dec. 20,634, 23 TC 170 (1954), 
aff'd, 57-1 ustc J 9256, 239 F. 2d 498 (CA-2, 
1956). See, also, Byerlyte Corporation v. 
Williams, 58-2 ustc J 9803, 170 F. Supp. 48 
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desired to eliminate United States 
corporate income tax by transferring 
its entire foreign operation outside of 
the United States. 


A Delaware corporation was formed, 
to which the New York company trans- 
ferred all of its assets relating to foreign 
operations, and in return for which New 
York received all of Delaware’s 2,000 
shares of no par common stock, plus 
$1 million face value of Delaware's 
50-year, 4 per cent income notes. 
These notes New York promptly dis- 
tributed pro rata to its shareholders. 
Delaware, in turn, transferred all of 
the stated assets to a corporation 
formed .in Panama, for 10,000 shares 
of 4 per cent preferred stock. New 
York’s shareholders acquired all the 
common stock in Panama by direct 
purchase, for $1,890, owning it directly 
in the same proportion that they 
owned New York. 


The net result of the above series 
of transactions was that Panama be- 
came the foreign operating company ; 
Delaware, an intermediate corporation 
through which dividends would be re- 
ceived and distributed in the form of 
interest; and New York, the holding 
company. Delaware’s only source of 
income was dividends from Panama. 
When dividends were received, in- 
terest of like amount was paid to 
New York. When part of Panama's 
preferred stock was retired, a propor- 
tionate amount of Delaware’s bonds 
was retired. 

In analyzing this close relationship, 
the Tax Court in The Gregg Company 
of Delaware * regarded the transac- 
tions together and concluded: 


“ 


. . [Delaware] now claims that 
the assets of the foreign business, 
while in its name, suddenly changed 


(DC Ohio), and Huntington Rubber Mills v. 
U. S., 60-1 ustc $9110 (DC Ore.), for two 
further examples of foreign corporations 
subject to these rules. 
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from risk capital into borrowed funds 
although [the assets] immedi- 
ately changed back again into risk 
capital when they were transferred to 
Panama, and . . . [Delaware] claims 
that the same earnings, which left 
Panama as a distribution of earnings 
of its business payable on preferred 
stock, changed, character and became 
interest on indebtedness deductible 
under section 23(b) when paid out by 
the petitioner. No such alchemy 
should be recognized for income tax 
purposes in these arrangements de- 
signed primarily for the purpose. of 
avoiding income taxes.. The petitioner 
did not borrow from the New York 
stockholders. There is no substance 
to support the alleged indebtedness of 
the petitioner.” 


The Gregg case was appealed to the 
Court of Appeals for the Second Cir- 
cuit, which had found for the taxpayer 
in Kraft Foods. 


30th the Kraft and Gregg cases 
involved parent-subsidiary relation- 
ships; both involved some form of 
absorbing of income—in the Kraft 
case the parent absorbed the dividend 
and interest -received, via losses; in 
Gregg, the subsidiary absorbed its for- 
eign income via an interest deduction. 
Yet the Second Circuit distinguished 
the cases, holding that the Kraft se- 
curity had been indebtedness but that 
the Gregg debenture was capital. 


Reliance, therefore, on the Kraft case, 
wherein a parent-subsidiary relation- 
ship is coupled with a tax-shelter plan, 
may be precarious, since 
Court has not relented on its original 
opinion in Kraft and the circuit court 
may find other facts distinguishing 
Kraft, as it did in Gregg. 


the. Tax. 


INFORMAL INDEBTEDNESS 


By “informal indebtedness” is meant 
accounts or notes payable, owing to 
shareholders, and incurred either at 
the time of or after ** incorporation. 
In these situations, the court. cannot 
level an attack on the literal provi- 
sions of the indebtedness, as it did 
in many of the “hybrid security” 
cases. Therefore, the reasons for the 
courts’ decisions, though tax avoid- 
ance may be the underlying motive, 
are not based on a Kelley-type analysis 
of literal terms. The major problem 
is to determine whether the ultimate 
objective of high debt and low capital 
was to withdraw profits tax-free to 
the shareholder in the form of a re- 
payment of a loan,*’ although some of 
the cases involve the deductibility of 
interest. Since all business ventures 
do not turn out profitably, sometimes 
a loss occurs ; and the issue then arises 
of whether the loss is deductible as 
a capital or ordinary loss, dependent 
in turn on whether the shareholders’ 
equity evidenced capital stock or in- 
debtedness. 


Whatever the situation, if the initial 
capital investment is measureably in- 
sufficient to finance the contemplated 
operations of the company, and such 
capitalization cannot be otherwise jus- 
tified, initial and subsequent advances 
will likely be held to be a form of 
involuntary permanent investment. 
The ultimate result is not influenced 
by whether the advances are made at 
incorporation or during later operat- 
tions; proportionate holding of debt 
and capital will adversely affect an 
existing poor. situation; but dispro- 
portionate holdings will not counter- 
act an otherwise adverse situation. It 
is clear that insufficient capital and a 
low ratio of debt to capital may co- 





* 241 Corporation, CCH Dec. 21,864(M), 
15 TCM. 901, aff’d, 57-1 ustc § 9533, 242 F. 
2d 759 (CA-2). 
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* Kruse Grain & Milling, CCH Dec. 
23,612(M), 18 TCM 487; Earle v. W. J. 
Jones & Son, Inc., 53-1 uste J 9142, 200 F. 
2d 846 (CA-9). 
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exist; that a high debt structure may 
be justified, practically speaking ; and 
that a low debt structure, per se, does 
not necessarily indicate a “sufficient” 
capital investment. Finally, it would 
appear that whatever tests are applied, 
only one question is to be answered— 
namely, whether the ultimate objec- 
tive of the taxpayer is unreasonable 
tax avoidance under all of the circum- 
stances. These principles are reflected 
in the cases which now follow. 


Pre-Kelley ‘‘Informal Debt'’ Cases 


Prior to the Kelley decision on hy- 
brid securities, the main concern in 
this area was reviewing the terms of 
an instrument in order to determine 
its basic nature. Most of these earlier 
corporations were adequately capital- 
ized, and there was no trend in re- 
ported litigations toward the use of 
informal evidences of debt or low 
capital structure. However, two cases 
were decided in 1943, which by to- 
day’s standards would have been clas- 
sified as “zero capital” cases. In both, 
a bad-debt deduction was denied the 
taxpayer. 


In Joseph B. Thomas ** two individ- 
uals, equal stockholders, organized a 
corporation to develop and market a 
car wash—one furnished funds, the 
other furnished technical knowledge 
and services. All advances were cred- 
ited to accounts payable. Eventually 
the corporation discontinued business, 
and the stockholder making the ad- 
vances claimed a bad-debt deduction. 
The court denied the deduction, stat- 
ing the transaction gave rise to no 
note and there was no provision for 
repayment of principal, no date for 
payment of interest, no security and 
no adwances of corporate capital in a 


state (New Jersey) that required ~ 
minimum capital contribution. 


In Edward G. Janeway * four share- 
holders advanced. $42,000 in return 
for 6 per cent promissory notes pay- 
able on or before two years. As a 
bonus, each received six tenths of a 
common share for each $1,000 ad- 
vanced, such shares constituting their 
only capital investment. 


The corporation dissolved, and in 
denying the deduction for bad debts, 
the court stated at page 202: 


in our view one salient fact 
requires a negative answer to such 
contention: All of the corporate stock 
issued in connection with the ad- 


vancements of money was issued in 
direct proportion to the amount of 
money put out by the stockholders 


Another reason given was that the 
advances constituted the corporation’s 
only source of working capital. These 
cases, unlike the hybrid security cases 
of those years, provided a solid foun- 
dation for future decisions. 


Background Cases 


Sam Schnitzer *° laid down the prin- 
ciple that designations by the parties 
given to advances must yield to all the 
facts and circumstances of a given 
Over a period of time, but prior 
to actual operations, closely related 
family: members advanced approxi- 
mately $750,000 to a corporation or- 
ganized to operate a steel mill whose 
cost was estimated initially at $987,000. 


When the advances reached the 
$750,000 mark, the following alloca- 


tion was made: 


case. 








* CCH Dec. 13,289, 2 TC 193 (1943). 

* CCH Dec. 13,290, 2 TC 197 (1943). 

“ CCH Dec. 17,094, 13 TC 43 (1949). See, 
also, Joseph V. Reed, CCH Dec. 21,015(M), 
14 TCM 455, aff'd, 57-1 ustc J 9502, 242 F. 
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2d 334 (CA-2). J. Terry Huffstutler, CCH 
Dec. 20,042(M), 12 TCM 1422, is probably 
the only case in which the court in its deci- 
sion allocates the advances between debt 
and capital. 
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.. $312,000 
250,000 
188,000 


Accounts payable 
Bonds 


$750,000 


Operating a steel mill proved diff- 
cult—the business was sold and ap- 
proximately $300,000 of the accounts 
payable were written off. The basis 
of the court’s opinion was that a capi- 
tal investment of $188,000 was insuf- 
ficient, even though large profits were 
anticipated, to finance the fixed in- 
vestment of the plant: 


“A corporation’s financial structure 
in which a wholly inadequate part of 
the investment is attributed to stock 
while the bulk is represented by bonds 
or other evidence of indebtedness to 
stockholders is lacking in the sub- 
stance necessary for recognition for 
tax purposes, and must be interpreted 
in accordance with realities.” 


For this proposition the court cited 
two “hybrid security” and one “in- 
formal debt” cases, all having the 
common denominator of zero capitali- 
zation. Here is the first case in which 
the court equates adequacy of capi- 
talization with investment in the en- 
tire plant. Note the deviation from 
the earlier building corporation cases, 
in which investments in property ac- 
quired before incorporation and sub- 
sequently allocated between debt and 
capital had been judicially approved. 


Wilshire & Western Sandwiches, Inc. 
v. Commissioner * similarly held that if 
a corporation is adequately capitalized, 
the “intent” of the shareholders as to 
the allocation of their equity, though 


“ 49.2 ustc J 9331, 175 F. 2d 718 (CA-9). 
Cf. Bakhaus & Burke, Inc., CCH Dec. 
21,185(M), 14 TCM 919. 

“CCH Dec. 17,767, 15 TC 31. (1950), 
aff'd, 51-2 ustc 7 9509, 192 F. 2d 392; cf. 
Arthur V. McDermott, CCH Dec. 17,210, 13 
TC 468 (1949). 


242 


March, 1961 @ 


not designated at the time of the ad- 
vance, will prevail. In this case, the 
Ninth Circuit reversed the Board of 
Tax Appeals holding that shareholder 
advances evidenced a capital invest- 
ment even though interest had been in 
default. Testimony indicated that re- 
payment would not be demanded if 
funds were insufficient, that interest 
and principal had been repaid from 
profits (as anticipated by the share- 
holders), and that the stock and ad- 
vances were held proportionately by 
shareholders. 


Advances as Capital or Debt 


Whether a promissory note is taken 
at the time of incorporation (/sidor 
Dobkin,® Hilbert L. Bair *) or taken 
as advances are made (Alfred R. 
Bachrach **), a bad-debt. deduction 
will be denied if the corporation is in- 
adequately capitalized. In Dobkin, 
four individuals transferred net assets 
to a building corporation for the fol- 
lowing equity : 

(de- 
$26,000 
2,000 


Promissory notes, 6% 
mand) 
Capital stock . 


$28,000 


The individuals had customarily 
organized separate corporations for 
each of their real estate ventures for 
the purpose of limiting the losses, if 
any, to the particular parcel of prop- 
erty. Factors which influenced the 
court in holding against the taxpayer 
included inadequate capitalization, 
proportional holding of debt to stock, 
arbitrary designation of amounts be- 


“CCH. Dec. 18,035, 16 TC 90 (1951); ef. 
Weldon D. Smith, CCH Dec. 18,453, 17 TC 
135 (1951), and Gazette Telegraph Company, 
CCH Dec. 19,419, 19 TC 692 (1953). 

“CCH Dec. 19,022, 18 TC 479 (1952), 
aff'd, per curiam, 53-2 ustc J 9460, 205 F. 2d 
151 (CA-2); cf. J. T. Dorminey, CCH Dec. 
21,888, 26 TC 940 (1956). 
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tween debt and capital, and a New 
York statute which made repayment 
of debt to shareholders illegal if the 
corporation would be rendered insol- 
vent thereby. Worthy of further com- 
ment is the court’s approach to the 
method of computing the debt-capital 
ratio: 


“Taking into account the $44,000 of 
first and second mortgages [placed on 
the property at its acquisition], the 
effect of this designation was to give 
the corporation a debt structure of 
$70,000 as against a capital stock in- 
vestment of $2,000, or a ratio of 35 to 1 
of indebtedness to capital stock.” 


This approach of including total 
liabilities *° in the computation of the 
ratio is unusual, and is rarely ap- 
plied by the court. Using only the 
liabilities owing to the shareholders, a 
ratio of 13 to one would have resulted 
and would have nullified the court’s 
footnote comment to the above quota- 
tion, citing Mullin Building Corpora- 
tion, which had a ratio of 29 to one. 


In Hilbert L. Bair the acquisition of 
certain real estate involved a down 
payment of $87,000. Equal. amounts 
of cash were advanced to the building 
corporation by two shareholders. In 
turn, the corporation made the down 
payment. On dissolution, a bad-debt 
loss was denied on the authority of 


Dobkin. 


A similar situation occurred in Al- 
fred R. Bachrach, in which a group of 
real estate operators conducted their 
business as follows: They acquired 
property at a minimum investment in 
capital stock and advanced cash as it 
was needed to furnish the balance on 
acquisition or to operate the property. 


“Two-L Realty Company, Inc., CCH Dec. 
21,324(M), 14 TCM 1147. 

“CCH Dec. 20,681; 23 TC 408 (1954), 
aff'd, 56-2 ustc J 9808, 236 F. 2d 159 (CA-6). 
Recent cases involving a sale of assets for 
notes of a closely held corporation for the 
added advantage of obtaining a stepped-up 
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In this case, advances were made over 
a period of 15 years by the share- 
holders, in the same proportion as their 
stockholdings. Held: that repeated 
advances constitute capital if the cor- 
poration, at inception, was inadequately 
capitalized, and will therefore result 
in a capital-loss deduction upon in- 
solvency, rather than bad debt. 


These early cases were concerned 
with the test of inadequate capitaliza- 
tion as indicating a tax avoidance 
plan. Subsequent cases, now to be 
reviewed, lay down additional tests, 
and emphasize the importance of and 
need for justification of debt structure. 


Gooding Amusement Company, Inc. 
and Subsequent Cases 


The above cases present situations 
where high debt-low capital struc- 
tures gave rise to the judicial. conclu- 
sion that the claimed capitalization 
was inadequate to supply the needs of 
the business. Clearly, “adequacy” is 
a matter of degree. Objective stand- 
ards, such as ratios, do not. indicate 
the “sufficiency” of the capitalization 
with respect to the needs of the busi- 
ness. A ratio of one to one does not 
indicate the financial problems of the 
organization. 


It will be recalled that the juridical 
essence of our problem seems to be 
the approving of realistic business 
plans, and the disapproving of tax 
avoidance schemes.. The point that 
neither the “amount” nor “ratio” of 
debt is always determinative was well 
illustrated in Gooding Amusement 
Company, Inc.,*° where the . court 
stated: 


basis include Estate of Herbert B. Miller, 
cited at footnote 2 (sale denied); R. M. 
Gunn, CCH Dec. 21,369, 25 TC 424 (1955), 
aff'd, 57-1 uste J 9632, 244 F. 2d 408 (CA-10) 
(sale denied); Sun Properties v. U. S., 55-1 
ustc J 9261, 220 F. 2d 171 (CA-5) (evidence 

(Continued on following page) 
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“There is nothing reprehensible in 
casting one’s transactions in such a 
fashion as to produce the least tax. 
... On the other hand, tax avoidance 
will not be permitted if the transac- 
tion or relationship on which such 
avoidance depends is a ‘sham’ or lacks 
genuineness.” 


In denying an interest deduction to 
the corporation and holding that re- 
payment of part of $300,000 advanced 
to the corporation was a dividend, the 
court stated: 


“The most significant aspect of the 
instant case, in our view, is the com- 
plete identity of interest between and 
among the three noteholders [father, 
wife. and daughter], coupled. with 
their control of the corporation. :. . 
The fact that the. majority of the 
notes here involved, all of which have 
long since matured, have not been 
paid lends corroboration to our find- 
ing that at no time material to our 
consideration did the noteholders in- 
tend to enforce payment... .” 


In this case, a partnership engaged 
in the business of buying, selling and 
operating amusement devices was in- 
corporated and the fixed assets trans- 
ferred to the corporation, for notes 
payable ($223,000) and capital stock 
($49,000) ; current assets, consisting 
of a large cash balance, remained in 
the partnership. In. connection with 
its operations, the corporation obtained 
funds and credits, evidenced by notes, 
from banks, from merchants and from 
the partnership and two of the three 
stockholders—father and daughter. 
Within a few years after incorpora- 
tion, the family. members cf the cor- 


(Footnote 46 continued) 

insufficient to hold- against taxpayer); Sarkes 
Tarzian, Inc. v. U. S., 57-1 uste J 9387, 240 
F. 2d 467 (CA-7) (decision granting sum- 
mary judgment against taxpayer reversed 
in a high debt-low capital case indicating 
“inconclusiveness” of ratio. test); Ainslie 
Perrault, CCH Dec. 21,370, 25 TC 439 
(1955), aff’d,.57-1 ustc J 9632, 244 F. 2d 408 


244 


March, 1961 © 


poration had advanced a total of $89,000, 
part of which was repaid. However, 
corporate notes running to share- 
holders were never repaid, because 
the corporation was heavily indebted 
to outsiders and at no time had a suf- 
ficient cash balance.. The Tax Court’s 
decision upholding the Commissioner 
was clearly not based on the debt- 
capital ratio, since by including in 
assets the item “good will,” indebted- 
ness equaled capital. 


“In fact, if a reasonable value is at- 
tributed to goodwill, the portion of 
the assets subject to the prior claim 
of the alleged debt was no greater 
than that remaining for the stock. 
But the ‘thin capitalization’ factor is 
only one of the indicia from which the 
presence or absence of a debtor-credi- 
tor relationship may be determined. 
We do not consider it decisive of the 
present issue.” 


In conclusion, the court stated: 


“What remains, therefore, is the 
stark fact that the only substantial 
purpose motivating the transaction 
was one of tax avoidance. When this 
fact is considered, together with the 
extent to which the notes were sub- 
ordinated to the claims of creditors, 
the reality of the amenability of peti- 
tioner’s wife and infant daughter to 
his desires. in respect of the notes, and 
the absence from the transaction of 
any true borrowing element or new 
contribution to the enterprise, we 
must conclude that no. indebtedness 


” 


; STORE ick 
Thus the result was that tax avoid- 


ance, coupled with the “close rela- 
tionship” *’. of the parties and the 


(CA-10) (sale of assets to corporation by 
partnership held valid). 

“ See, e. g., Ryan Contracting Corporation, 
CCH Dec. 21,889(M), 15 TCM 999; Re- 
public Steel. Corporation v. U. S., 58-1 ustc 
{ 9337,.159 F. Supp: 366 (Ct. Cls.); Rowan 
v. U. S., 55-1 -ustc 9188, 219 F.. 2d 51 
(CA-5) (evidence insufficient to hold against 
taxpayer); advances to a “loss” corporation 


TAXES—The Tax Magazine 





nonpayment of debt proved to be un- 
favorable factors. On appeal, the Tax 
Court was affirmed, but with one 
dissent which can be summarized as 
follows: 


“If the banks repeatedly loaned 
money to the corporation, recognizing 
these notes to be an outstanding in- 
debtedness, at the time; if the credi- 
tors extended credit to the corporation, 
knowing that these notes were carried 
as an indebtedness at the time such 
credit was extended ; and if the stock- 
holders and the corporation itself 
recognized these notes as a real and 
bona fide indebtedness, I am unable 
to see how the Tax Court could find 
that the corporation and the holders 
of such notes never intended them to 
be an indebtedness of the corporation.” 


The dissent emphasizes the impor- 
tant point that indebtedness should be 
recognized for tax purposes if third 
parties had recognized it as such for 
commercial purposes.** 


Benjamin Gilbert * is another case in 
which the debt-capital ratio was not 
determinative. A bad-debt deduction 
was claimed by Gilbert, a stockholder- 
creditor, for advances made to a dis- 
solved corporation organized and 
owned by him and another individual. 
Gilbert’s wife, an independently wealthy 
woman, also made loans to the corpo- 
ration but not a stockholder. 
Over a period of two years Gilbert 
and his wife advanced, on at least 20 
occasions, a total of close to $100,000 
of indebtedness evidenced by demand 


was 


(Footnote 47 continued) 
not held capital); Brake & Electric Sales 


Corporation v. U. S., 60-2 ustc 7 9594, 185 
F. Supp. 1 (Mass.)- (interest deduction 
denied to sole stockholder corporation). 

* See, e: g., Leach Corporation, CCH Dec. 
23,031, 30 TC 563 (1958); George J. Schaefer, 
CCH Dee. 21,124, 24 TC 638 (1955); Richard 
M. Drachman, CCH Dec. 20,736,:23 TC 558 
(1955). Cf. Crown Iron Works Company, 
CCH Dec. 21,903(M), 15 TCM 1046, aff'd, 
57-2 ustc f 9780, 245. F. 2d 357 (CA-8). 
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notes. Repayment of the advances 
was not made. The Tax Court, on re- 
mand, gave these reasons for denying 
a bad-debt deduction to the husband: 


“1. At the time of the organization 
of Gilbor, Inc., and thereafter peti- 
tioners and Borden anticipated and 
understood that the funds received 
by Gilbor, Inc., upon the issuance of 
its capital stock would not be sufficient 
to finance the conduct of its business. 


“2. No outside investor would have 
made the necessary advances of funds 
to Gilbor, Inc., without adequate se- 
curity, which security Gilbor, Inc., 
was itself unable to provide. 


“3. It was at that time understood 
and agreed between petitioners and 
3orden that they would make the ad- 
vances to Gilbor, Inc., necessary to 
the conduct of its business (or furnish 
collateral to it), and that these ad- 
vances would be made by Borden and 
by petitioners in proportions which 
were substantially equivalent to the 
proportion of the stock of Gilbor, Inc., 
owned by Borden and of the stock 
owned by Benjamin Gilbert. The ad- 
vances were made in such proportion. 


“4. The advances made by peti- 
tioner Benjamin Gilbert to Gilbor, 
Inc., were made by him without re- 
gard to the normal creditor safe- 
guards. 


“5. Petitioner Benjamin Gilbert made 
no. efforts to enforce the obligations 
evidencing the advances made by him 
to Gilbor, Inc. 





“CCH Dec. 21,781(M), 15 TCM 688; 
rem’d, 57-2 ustc $9929, 248 F. 2d 399 
(CA-2); on remand, CCH Dec. 22,814(M), 
17 TCM 29; aff'd, 262 F. 2d 512 (CA-2): 
In contrast to the low capital and high debt 
cases, in Royalty Service Corporation v. U. S., 
59-2 ustc § 9791, 178 F. Supp. 216 (DC 
Mont.), the district court upheld an interest 
deduction though the initial debt-capital 
ratio was. high since proper business rea- 
sons for the basis of the investment were 
furnished. 


245 





“6. At the time the advances here 
in question were made to Gilbor, Inc., 
by Benjamin Gilbert, it was not reason- 
able to expect that they would be re- 
paid unless the business ventures of 
Gilbor, Inc., should prove to be suc- 
cessful. 


“7. As a matter of substantial. eco- 
nomic reality, the advances to Gilbor, 
Inc., made by Benjamin Gilbert were 
placed at the risk of the business of 
Gilbor, Inc., and constituted risk 
capital.” 

All of the above cases have in com- 
mon a close stockholder relationship, 
and continued, extensive advances 
without repayment, which indicated 
from the beginning an insufficiency of 
capital. Yet in some of these, ad- 


vances with subsequent repayment 
out of profits did not establish that 
the corporation was adequately capi- 
talized either at the time of incorpora- 
tion or subsequently.®® 


CONCLUSION 


The elimination. of tax avoidance 
plans bearing no relation to business 
realities is the proper objective of the 
Treasury, to vindicate which many 
theories stand at its disposition. It is 
hoped that this review of cases has at 
least caused awareness of one major 
point—that the “amount” or “ratio” 
of capital is and never was a sole 
determinative factor, but that “suffi- 
ciency” of capital is the crux of the 
legal obligation. [The End] 


WHERE YOUR PERSONAL TAX DOLLAR GOES 


If you would like to know for your own satisfaction where 
every cent of the income tax you pay goes, here is how you 


can find out: 


You can calculate the amount of your taxes which goes for 
each function of government by determining the total income, 
excise, and other taxes you pay and multiplying the total by 


the percentages given below: 


Total income tax you pay 


Excise, corporation, and other taxes you pay directly 
or indirectly average 82% of income tax; 82% of 


above figure is 


Total tax paid (add above items) 


Portion of tax paid which goes for: 


Major national security 

Interest 

Veterans ( 

Agriculture ( 

Labor and welfare ( 

Commerce, housing, and 
space technology 

International 

Natural resources 

General government 

Debt: retirement 





* Colony, Inc., CCH Dec. 21,665, 26 TC 
30 (1956). 
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6% x total tax paid) 
6% x total tax paid) 
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x total tax paid) 


4% x total tax paid) 
3% x total tax paid) 
3% x total tax paid) 
' 2% x total tax paid) 
2% x total tax paid) 


TAXES —The Tax Magazine 





Tax Lawyers and Tax Policy 
By WALTER J. BLUM 


“The power to tax,'’ says the author, ‘‘is the power to destroy—not only 
individuals and firms but the vitality of a society which is founded in considerable 
part on private enterprise. It has yet to be demonstrated that maintenance 

of a free or open society is possible in the absence 

of numerous pools of private wealth, nourished out of the income stream.”’ 

The author is professor of law, The University of Chicago. 


N SEVERAL RECENT OCCASIONS, economists and political 

scientists have raised this question: Why do lawyers who are 
knowledgeable about the federal income tax react negatively to the 
suggestion that substantial rate reduction be coupled with elimination 
of the major preferential provisions in the law? It has been apparent 
for some time that, without affecting the over-all yield of the indi- 
vidual income tax, the rates could be compressed under a ceiling of 50 
per cent if the tax base were tightened up by treating capital gains 
as ordinary income, stopping the escape of gains through gift or trans- 
fer at death, taxing interest from state and municipal bonds, reducing 
percentage depletion rates to levels compatible with cost depletion, 
paring down excluded fringe benefits, and halting deduction of some 
items not connected with seeking gain. Indeed, a rigorous closing of 
the escape paths would make possible an even more drastic rate 
reduction without disturbing aggregate revenues from the tax. Con- 
siderable enthusiasm for a program along these lines has been gener- 
ated among economists familiar with fiscal affairs. But with the 
exception of a few academic members and a stray here and there, all 
efforts to launch such a program seem to have been ignored or 
accorded an icy reception by the tax bar. Virtually no toehold has 
been gained even though the move on the whole would definitely 
benefit lawyers in their roles as taxpayers, inasmuch as their profes- 
sional earnings by and large do not qualify for any of the specially 
favored treatments. The question of why lawyers act against what 
appears to be their own self-interest surely deserves to be considered. 


Of course I do not presume to speak for the tax bar or even a 
part of it; neither can I furnish a reasonably full answer to the ques- 
tion. At best, I can only pass along some incomplete observations, 
growing out of numerous contacts and conversations with lawyers 
active in the tax field which suggest why they are hostile to the 
proposal. And I report these as inconclusive and unverified reflections 
in the hope that others will challenge or correct or supplement the 
explanation which emerges. 
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To begin with, the typical tax law- 
yer appears not to take the proposal 
seriously because he is sure that it is 
a political impossibility. A plan to 
abolish all the principal preferences 
would encounter the combined oppo- 
sition of many vocal. and powerful 
groups, and is unlikely to incite the 
unorganized taxpayers who would 
benefit from rate reduction to march 
on Washington. Treating the pro- 
posal as visionary, the tax lawyer 
need not, and frequently does not, ex- 
amine carefully his own thoughts on 
the merits. Often it is unclear whether 
his remarks on the subject are face- 
tious or in earnest. Perhaps the most 
telling clue here is the abundance of 
jibes and. witticisms. But whatever 
these are intended to signify they 
surely contribute much to spreading 
the impression that the bar is dead 
set against the suggestion. 


As might be anticipated, the most 
outspoken and articulate critics seem 
to be closely associated with taxpay- 
ers who have a heavy financial stake 
in maintaining the status quo. We 
should expect that tax counsel em- 
ployed by business firms are often 
unable or unwilling to be more impar- 
tial in judgments on tax policy than 
their employers, at least when not 
surrounded by complete privacy. To 
a lesser extent this handicap applies 
to independent.counsel who regularly 
represent certain well-defined finan- 
cial interests. And no doubt it oper- 
ates for the wealthy lawyer who in 
effect has himself as a client: At 
some stage of his career he well might 
be more concerned with taxes on his 
accumulation of wealth than on his 
current or future professional earnings. 

But virtually all tax lawyers per- 
ceive that the proposal would render 
obsolete much of their specialized 
knowledge and art.. We should not 
underestimate the amount of special- 
ized learning which has been accumu- 
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lated by the expert in taxation, and 
we must recognize that it is only 
human to protect one’s investments 
from destruction. While there would 
be a demand for his services even 
after the system was stripped of its 
preferential aspects — since transac- 
tions would. still carry tax conse- 
quences—the market for the expert’s 
talents would be markedly altered if 
taxes were simpler and rates lower. 
Once the existing stock of knowledge 
became obsolete, newcomers could 
more easily establish themselves. And 
once the system were more neutral, 
the need for elaborate planning to 
minimize taxes might be reduced. In 
these respects, the position of today’s 
expert would deteriorate and his earn- 
ings might be expected to fall. Before 
that time arrived, however, the multi- 
tude of problems emerging from the 
transition to the new law would cer- 
tainly keep his business output at 
high levels, quite likely for years and 
years. 


The prospect of such a transition 
gives the tax lawyer still another rea- 
son to recoil from the proposal. Any 
lawyer is inclined to be defensive 
about arrangements he has worked 
out for his clients and to guard against 
changes which are disruptive. There 
is an understandable feeling that if 
things fail to materialize as planned, 
even if solely because of new legis- 
lation, somehow the planner will be 
considered to have fallen below the 
mark in serving his clients. In con- 
trast, there is commendable pleasure 
in seeing one’s advice and suggestions 
achieve their stated goals. No crafts- 
man enjoys watching his own handi- 
work come tumbling down. 


Pride apart, the tax lawyer is apt 
to be acutely aware that problems of 
transition usually are more numerous 
and dogged than the proponent of 


change cares to admit. A myriad of 
business, estate and personal plans 
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The Federal tax on communications 

is an unnecessary burden on our 
taxpayers. The American people were 
led to believe that it would be 

repealed shortly after the war, but, 

as we have learned from experience, 
there apparently is no such thing 

as a temporary tax.— 

Representative Basil L. Whitener. 


have been built on the present rules 
of the game. Even if there is no war- 
rant in law to.assume.that they will 
continue indefinitely, the fact is that 
as a practical matter it would be 
unwise, as to most of the preferential 
provisions, to assume anything else. 
Repudiation of the preferences ines- 
capably would require a massive 
unscrambling of old plans and formula- 
tion of new models. In the process, 
there are bound to be heavy casual- 
ties. Some lawyers would be unable 
to reorient their thinking; some tax- 
payers would be trapped into undesir- 
able tax positions; in the rush some 
taxpayers would not get competent 
advice ; and inevitably there would be 
windfalls and unintended penalties. 
All this is to say that the usual costs 
of changing a tax law undoubtedly 
would be magnified greatly under the 
neutrality proposal—and the tax law- 
yer is likely to be most sensitive to 
the import and extent of these costs. 


Of greater significance, probably, is 
the fact that the tax lawyer typically 
does not regard the preferential pro- 


visions as lacking justification. It is 
a good guess that the average tax 
specialist thinks that most of these 
gaps in the tax base deserve to be pre- 
served on what he regards as their 
merits. In not a few situations, how- 
ever, it seems that his appraisal is 
colored by a one-sided vista of the 
preferences in operation. Take the 
treatment of capital gains as an exam- 
ple. When one has operated closely 
and repeatedly with the legal distinc- 
tion between capital gains and ordi- 
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nary income, the two concepts tend to 
be viewed as having a difference in 
reality which calls for a different 
treatment in law. The lawyer, more- 
over, sees the capital gains provisions 
operate in the context of the actual 
affairs of particular clients; and he 
therefore is likely to reflect on how 
the tax burden would have been re- 
pressive in the absence of the special 
dispensation, noting what plans the 
client might not have been able to 
carry out if the gain attracted the full 
weight of tax. From such musings, 
he might readily conclude that the 
dispensation is meritorious in that it 
promotes activities or arrangements 
which are desirable or important not 
only for his client but: perhaps for 
society as well. 

This point might have a consider- 
able reach. The main case for elim- 
inating preferences is that taxpayers 
in comparable economic circumstances 
should be treated alike, and the force 
of this position can be appreciated 
only when taxpayers are viewed at a 
distance and compared in the large. 
Where the situation of one taxpayer 
or one class of taxpayers is studied 
narrowly at a close range, it usually 
is not difficult to locate grounds for 
granting. special tax relief to that in- 
dividual or group. Such an approach 
is merely another version of the old 
story of justifying the protection of 
particular industries with tariffs with- 
out considering the economy and all 
its constituent parts in panoramic 
fashion. Many tax. lawyers seem 
especially susceptible to this weak- 
ness because they repeatedly are en- 
gaged in dealing narrowly with the 
aspirations and fears of particular 
clients. And the vulnerability of the 
tax bar in this respect increases as its 
members become more specialized, 
concerning themselves with an ever 
smaller range of tax problems. 

Their compartmentalized view of 
the tax system also tends to produce 
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another common reaction in tax law- 
yers. One preference is readily justi- 
fied by the existence of others. Today 
if a certain preferential provision is 
called into question, the lawyer’s re- 
sponse frequently is that it is not sig- 
nificantly different from other special 
dispensations and that it operates to 
equalize tax burdens. A fully neutral 
tax system of course would destroy 
the basis for this line of reasoning. 
But lawyers do not always distinguish 
the usual challenge to a specific pref- 
erence from the more novel challenge 
to the whole range of preferences; 
and even after the two issues are dif- 
ferentiated, some find it hard to over- 
take their quick reaction to the more 
familiar question. 

Another facet of the experience of 
tax lawyers which affects their atti- 
tude towards the neutrality program 
arises out of their contacts with the 
tax administrators. It is no secret 
that tax consultants frequently believe 
that government representatives are 


arbitrary, unreasonable and even worse. 
Operating on this appraisal, the law- 


yer in practice might welcome a 
highly complex and uneven law which 
generates more issues and thereby af- 
fords him additional opportunities to 
bargain and maneuver in his contests 
with the administrators. Some prac- 
titioners are so sensitive about admin- 
istrative harassment and abuse that 
they brush aside the counterpoint that 
a more neutral tax system would cur- 
tail the discretion of administrators 
by reducing the number of arbitrary 
distinctions rooted in the law. Maybe 
this is irrational ; but reactions to gov- 
ernmental arbitrariness often carry 
men to great lengths and indefensible 
positions. 

There is another strong source of 
the tax expert’s: wariness about the 
program. By training and experience, 
the lawyer has conditioned himself to 
look ahead and visualize consequences 
and conditions which would not occur 
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Big government breeds little men. 

The great “‘power of the purse,"’ with 
which the representatives of the 
taxpayer once held the executive 
branch in check, is rapidly passing 
into the hands of a political 

Santa Claus.—Samuel B. Pettengill, 
former Congressman from Indiana. 


to the uninitiated, and the tax lawyer 
is regularly challenged to call this 
faculty into play. When it is applied 
to the neutrality proposal he immedi- 
ately detects a trap: Granting that 
somehow rate reduction can be traded 
for loophole closing now, is there any 
assurance that the “bargain” will be 
maintained in the future? It goes 
without saying that the present Con- 
gress cannot bind its successors and 
that the deal hardly could be given 
constitutional status. With the tide 
running in the direction of larger 
doses of the welfare state, and with 
potential national emergencies lurk- 
ing all over the place, surely there is 
cause to speculate that someday if 
more tax revenue is demanded the 
government will repudiate the old 
agreement. At such a time, it might 
be simple to raise rates without re- 
storing the old loopholes, especially in 
the face of the arguments which ear- 
lier had been advanced in public for 
getting rid of them. And who knows 
whether new escape routes could be 
developed before it was too late? 


Clearly in the background of such 
thoughts there lies a distrust of pop- 
ular government. In stating the propo- 
sition so baldly, no reproach to the 
profession is intended. Merely be- 
cause he represents persons of wealth 
and bends his efforts to conserve that 
wealth, the tax lawyer ought not be 
suspect when he exhibits. concern 
over a too-generous use of the taxing 
power. More than others he is in a 
good position to observe the disas- 
trous consequences of very high taxes 
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in particular instances. As these oc- 
casions grow in number, it would not 
be surprising for him to reach the 
conclusion that very high surtaxes 
are incompatible with the type of 
society he favors. And from there, it 
is only a short step to the view that, 
as a person especially knowledgeable 
about taxes, he has a special commis- 
sion to guard against erosion of that 
form of society through high taxes. 
At such a stage the neutrality bargain 
is apt to be classed as dangerous and 
unacceptable. 


A better light can be placed on this 
attitude when it is stated in another 
way. The power to tax is the power 
to destroy—not only individuals and 
firms but the vitality of a society 
which is founded in considerable part 
on private enterprise. It has yet to 
be demonstrated that maintenance of 
a free or open society is possible in 
the absence of numerous pools of 
private wealth, nourished out of the 
income stream. The uninformed electo- 
rate may not be able to appreciate 
the destructive capacity of high taxes. 
The tax lawyer often thinks he does. 


Thus many a tax lawyer does not 
approve of using taxes to redistribute 
income—at least not on a large scale; 
and he looks upon the well-established 
preferential provisions in the law as a 
brake against more radical redistri- 


bution. Two elements of possible 
braking power seem to be provided by 
the preferences. As long as there are 
large holes in the tax base, the rev- 
enue potential from higher surtax 
rates is reduced. It is conceivable 
that Congress might be reluctant to 
raise surtaxes knowing that the rela- 
tively small tax increase would be 
concentrated and piled on those who 
cannot take refuge in the preferred 
havens. A paradox perhaps is to be 
found here. While in the past the 
loopholes made higher rates palatable, 
the continuation of the loopholes 
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might make further rate increases less 
digestible. The other braking ele- 
ment is more easily demonstrated. It 
has been pointed out that the uneven- 
ness of the tax base, which is accom- 
panied by a complicated superstructure 
of technical law, makes it difficult for 
Congress to act with proper dispatch 
in raising or lowering taxes. Every 
time it reconsiders revenue needs and 
tax rates, the legislators are practi- 
cally compelled in effect to redebate 
the equity and economic consequences 
of each of the major special dispensa- 
tions. All this not only takes time but 
invites a great deal of technical rhe- 
toric and flak which obviously tends 
to bog down passage of rate change 
legislation. When revenue increases 
are the order of the day, the tax law- 
yer can be thankful for the drag of the 
preferences. And when the occasion 
again (if ever) arises for revenue re- 
duction, he can look upon it as an 
opportunity for extending old prefer- 
ences and creating new ones. 


For some reflective tax lawyers, 
there is more behind these attitudes 
than distrust of popular government 
and dislike of drastic economic redis- 
tribution. If the income tax were 
purged of its major preferential fea- 
tures, the “class” nature of progres- 
sive taxation would immediately 
protrude more prominently. Any leg- 
islative review or change of 
would tend sharply to divide forces in 
terms of income or wealth alone, and 
thus highlight tensions stemming from 
economic inequality in. our society. 
To those who abhor such direct clashes, 
our network of preferential provisions 
might seem to be a blessing. . The 
actual distribution of tax burden is 
not known to the public (and prob- 
ably not even to the experts) ; and the 
nominally high surtax rates can pacify 
persons with low incomes while the 
preferences can comfort those at the 
upper end of the income scale. Espe- 
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cially in the legislative process, this 
ignorance, confusion and irregularity 
might serve to reduce friction and 
keep passions in check. When the tax 
base is a patchwork, the rich do. not 
always seem to be lined up against 
the poor, and surely the long techni- 
cal arguments ‘and discussions about 
details do dissipate large charges of 
energy which otherwise could be more 
troublesome. In this view, the ad- 


vantage of the present structure is 
that it makes the graduated income 
tax less divisive 
accomplishment, 


which is no small 


It remains to be noted that these 
thoughts which I have attributed to 


a condition found in most advanced 
Western societies. There is a. near 
deadlock in the field of income taxa- 
tion. In almost each advanced tax 
system, there is the familiar combi- 
nation of nominally high surtaxes and 
a sievelike tax base ; and almost every- 
where in the face of demands for 
larger tax revenues there appears to 
be little pressure or disposition to 
alter the combination. We have yet 
to understand what brought about and 
perpetuates this condition. I wish 
only to suggest that some of the con- 
siderations which seem to have influ- 
enced the attitudes of tax lawyers 
might possibly have contributed to its 


some “typical” tax lawyers point to 


making. [The End] 


STATE TAX NEWS 


Congress seeks to limit effect of Scripto. Four bills pro- 
posed in the current session of Congress seek to restrict the 
scope of last year’s decision in Scripto, Inc. v. Carson, 4 stc 
{ 200-007. They are H. R. 1148, H. R. 3055, H. R. 2557 and 
S. B. 581. The first two, H. R. 1148 and H. R. 3055, are 
identical bills which would enact a new law to govern the 
imposition of state use tax on out-of-state sellers. You will 
remember that by the Scripto case the United States Supreme 
Court upheld a Florida use tax assessment against a Georgia 
corporation not qualified to do business in Florida. Orders 
for the Georgia corporation were solicited in Florida by inde- 
pendent contractors. The other two bills, S. B. 581 and 
H. R. 2557, attempt to solve the problem by amending the 1959 
interstate income law (P. L. 86-272) to add minimum stand- 
ards for exemptions from state use tax assessments parallel 
to those in the law for state income taxes. 


Other state tax news. . Pennsylvania raises gas tax to 
seven cents per gallon effective April 1, 1961... . West Virginia 
has imposed additional sales tax at the rate of one cent of each 
dollar or fraction thereof in excess of the first dollar of the 
sales price. This tax is effective only from January 16, 1961, 
to. August 31, 1961 . ... Pittsburgh raises city income tax to 
1 per cent effective February 1, 1961 .. . Michigan proposes 
extensive tax rules. Governor wants to repeal the business 
activities tax, levy a tax on incomes of corporations at a rate 
of 3 per cent of taxable income as defined under federal law, 
and tax individual incomes at 3 per cent... Arkansas makes 
a change of definition of “person” so that the sales and use 
tax are brought into line one with the other. 
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Travel and Entertainment 
Expenses 


By REINHOLD GROH 


In this article, which is based on a speech Mr. Groh delivered on February 1 
before the Northwest Industrial Council, he discusses 

the much-advertised expense allowances. The author is a member, 

Groh, Gough & Company, Certified Public Accountants, Chicago. 


HERE REALLY HAS BEEN no recent change in the Internal 

Revenue Code respecting deductions for travel and entertainment 
expenses. These expenses are subject to the same conditions for 
deduction as other trade or business expenses generally, deduction for 
which is specifically provided for in Section 162 of the 1954 Code. 

If there has been no change in the law, then why all the recent 
fuss and publicity about expense accounts? The answer to this may 
be twofold. One is the government’s need for additional revenues in 
order to finance the national defense and preparedness program requir- 
ing billions of dollars for development of missiles and outer space ex- 
ploration. With no recent increase in income tax rates but steadily 
rising costs in defense expenditures, all attention must be directed by 
the Treasury Department to the possible sources of revenue now at its 
disposal in order to be certain that all taxes properly due are being 
collected. The other reason, I believe, can be ascribed to taxpayers 
generally, in their abuse of expense accounts and entertainment ex- 
penses for tax purposes. Some of these abuses are the result of mere 
carelessness in not maintaining adequate records of expenses actually 
paid ; others may be due to willful neglect ; and still others may be due 
to actual fraud in willfully failing to report reimbursements and over- 
stating expenses deducted. 


There has been an increasing tendency on the part of corporations 
(especially closely held corporations), partnerships and sole pro- 
prietorships to provide and pay for personal expenses of officers, em- 
ployees, partners, proprietors and others, and to take a deduction 
therefor in the guise of ordinary and necessary business expenses on 
their income tax returns. Such payments usually provide for country 
club dues and expenses; vacation expenses; automobiles, yachts or 
airplanes for personal use; hunting or fishing trips; theater and sport- 
ing event tickets; and other payments too numerous to mention—all 
for the purpose of providing additional compensation for officers, 
employees, partners or proprietors in the form of such benefits but not 
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reported as compensation by either 
the employer or the employee. The 
inequity of such practices can be 
readily seen; the individual who hap- 
pens to be in a position where such 
conditions exist has a decided tax ad- 
vantage over the average employee 
who does not receive such fringe 
benefits. How many of you may have 
noticed a neighbor driving a new car 
each year, taking the entire family to 
the country club for dinner and enter- 
tainment, and then boasting that such 
expenses are being charged off as 
business expenses? 


T. 1. R. 198 and T. I. R. 221 


Because of such abuses and the 
need for additional revenue, the In- 
ternal Revenue Service on December 
29, 1959, announced, in T. I. R. 198, 
the inauguration of a comprehensive 
enforcement drive and a_ tightened 
administrative program for taxable 
years beginning after 1959 aimed at 
the elimination of tax abuses in the 
area of expense accounts and enter- 
tainment expenses. Subsequently, on 
April 4, 1960; T. I. R. 221 was issued, 
clarifying T. I. R. 198 and advising 
that corporation, partnership and in- 
dividual income tax returns for 1960 
(Forms 1120, 1065 and 1040) had been 
expanded to require submission: of 
information as to amounts of expense 
account allowances paid to or on be- 
half of certain officers, partners or 
proprietors and their key employees. 


Additional Information Required 
on 1960 Returns 


Thus, beginning with 1960 tax re- 
turns, corporations are required to 
furnish information with respect to 
expense account allowances paid to or 
on behalf of the 25 highest-paid officers. 


Similar information is required on 
partnership returns with respect to 
the 25 highest-compensated partners. 
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Individual proprietors are also re- 
quired to submit such information, 
but only with respect to the proprietor 
and the five highest-compensated 
employees. 


No such information will be re- 
quired for any officer, partner, pro- 
prietor or employee whose total salary 
and expense account allowances plus, 
in the case of a partner or proprietor, 
his share of the net income of the 
enterprise is less than $10,000. 


New Questions on Tax Returns 


In addition to the foregoing the 
following new questions must be an- 
swered on such tax returns: 


“Did you claim a deduction for ex- 
penses connected with: 


“(1) A hunting lodge, working ranch 
or farm, fishing camp, resort prop- 
erty, pleasure boat or yacht, or. other 
similar facility? (Other than where 


the operation of the facility was the 
principal business.) YES OR NO. 


“(2) The leasing, renting, or owner- 
ship of a hotel room or suite, apart- 
ment, or other dwelling, which was 
used by customers or employees or 
members of their families? (Other 
than use by employees while in busi- 
ness travel status.) YES OR NO. 


“(3) The attendance of your em- 


ployees’ families at conventions or 
business meetings. YES OR NO. 


“(4) Vacations for employees or 
members: of their families? (Other 
than vacation pay reported on Form 


W-2) YES OR NO.” 


An affirmative answer to any of 
these questions does not necessarily 
mean that the deductions claimed for 
any of these items will be questioned 
or disallowed. Nevertheless, I would 
recommend that these questions, or 
any others requiring a yes-or-no an- 
swer, be approached with caution. If 
I were to ask you: “Do you still beat 
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your wife? Answer yes or no!” you 
could not answer without incriminat- 
ing yourself as to present or past 
performance. Thus, if any of these 
questions on the return require an 
affirmative answer, by all means an- 
swer “yes’—but I think prudence 
would dictate that you submit along 
with your answer, as a schedule at- 
tached to the tax return, a statement 
explaining in complete detail the nature 
of the deduction and the conditions 
under which the expenses were in- 
curred. Such a statement should be 
in sufficient detail so that an examiner 
in a preliminary desk audit could 
satisfy himself as to the propriety of 
the deduction, thus possibly avoiding 
a field audit of the return. 


Meaning 
of Expense Account Allowance 


To some taxpayers an expense ac- 
count allowance may mean a “swindle 
sheet,” but to the Internal Revenue 
Service it means: 

“(1) Amounts, other than compen- 
sation, received as advances or reim- 
bursements, and 

“(2) Amounts paid by or for the 
corporation, partnership, or proprietor 
for expenses incurred by or on behalf 
of an officer, partner, employee, or 
proprietor, including all amounts 
charged through any type of credit 
card. 

“However, this term does not. in- 
clude amounts paid for: 

“(a) The purchase of goods for re- 
sale or use in the employer’s business. 


“(b) Incidental expenses, such as 
the purchase of office supplies for the 
employer or local transportation in 
connection with an errand. 


“(c) Such fringe benefits as hos- 
pitalization insurance, approved pen- 
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sion trust funds and unemployment 
insurance. 


“(d) In the case of persons supply- 
ing legal, accounting, engineering or 
other professional services, the ex- 
penses which will be billed directly 
to the client. However, these persons 
should maintain records reasonably 
sufficient to establish the business 
purpose for the expenditure.” * 


As a part of this announced en- 
forcement program, each revenue agent 
will ascertain whether the employer 
uses acceptable business practices in 
requiring an accounting of business 
expenses incurred by his employees. 
Where the records are found to be 
inadequate, a list willbe made of the 
employees who received expense al- 
lowances or reimbursements, and the 
amounts thereof, and the returns of 
those employees will be examined un- 
less the employee has included the 
expense account allowances in income 
on his return. 


All field offices have been instructed 
to place increased emphasis on the 
examination of returns involving en- 
tertainment and travel expenses and 
expenses of a similar nature, and that 
particular attention must be given to 
deductions claimed for expenses in 
connection with yachts, hunting lodges 
and club dues, as well as the cost of 
purported business trips which are in 
fact vacations. Special attention should 
be placed on the examination of those 
returns where entertainment and 
similar expenses appear to be dispro- 
portionate in relationship to the in- 
come and business activity of the 
taxpayer. 

However, the Service’s long-stand- 
ing policy of reasonableness will con- 
tinue to be applied with respect to 
requiring substantiation of items rela- 
tively small in amount. This applies 
in particular to deductions for such 
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business. expenses as taxicab fares, 
tips and other items relatively small 
in amount which are not readily sus- 
ceptible to substantiation. 


Why? Who? When? Where? 
How Much? 


The Commissioner has suggested 
that there is no prescribed form for 
this record keeping, but the records 
will usually be deemed to be adequate 
if they disclose why, who, when, where 
and how much—which sounds more 
like the title to a mystery thriller than 
a requirement for income tax reporting. 

For this discussion I will refer to 
the Commissioner’s minimum record 
requirements as “the four W’s. and 
how much,” which he defines as follows: 


WHY—tThe relation of the ex- 
penditure to the taxpayer’s business. 
The business purpose of the expendi- 
ture must be established. 

W HO—The name of the person or 
persons entertained. 


W HEN—The date of the expendi- 
ture. 

W HERE—tThe place of the .ex- 
penditure, the recipient of the sums 
expended and the nature of the prod- 
uct or service received. 

HOW MUCH-—-The amount of the 
expenditure. 


Unusual items should be accom- 
panied by explanations and large items 
should be supported by evidence of 
payment. The same minimum re- 
quirements should apply both to in- 
dividual recipients of reimbursements 
and to corporate or business payors 
of such items.” 


Deductible and Nondeductible 
Expenses—General 


Before I discuss the special treat- 
ment allotted to travel and entertain- 


* Rev. Rul. 60-120, I. R. B. 1960-14, 10. 
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ment expenses and expense account 
allowances, I believe it necessary that 
we first understand the conditions un- 
der which expenses, generally, are 
deductible in arriving at taxable income. 


Section 162 of the 1954 Internal 
Revenue Code reads, in part, as follows: 


“(a) In General—There shall be al- 
lowed as a deduction all the ordinary 
and necessary expenses paid or in- 
curred during the taxable year in 
carrying on any trade or business, 
including— 


“(1) a reasonable allowance for 
salaries or other compensation for 
personal services actually rendered; 


“(2) traveling expenses (including 
the entire amount expended for meals 
and lodging) while away from home 
in the pursuit of a trade or business; 
and 


“(3) rentals or other payments re- 
quired to be made as a condition to 
the continued use or possession, for 
purposes of the trade or business, of 
property to which the taxpayer has 
not taken or is not taking title or in 
which he has no equity.” 


Section 212 provides: 


“In the case of an individual, there 
shall be allowed as a deduction all 
the ordinary and necessary expenses 
paid or incurred during the taxable 
year 


“(1) for the production or collec- 
tion of income ; 


“(2) for the management, conser- 
vation, or maintenance of property 
held for the production of income; or 


“(3) in connection with the deter- 
mination, collection, or refund of any 
tax.” 

Other expenses—such as medical 
expenses, charitable contributions, taxes 
and interest not connected with a trade 
or business, etc.—also are allowable 
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deductions: under various sections of 
the Internal Revenue Code, but since 
these deductions are for personal ex- 
penses they do not concern us in this 
discussion. However, they are im- 
portant in determining whether to take 
the standard deduction or to itemize 
deductions in arriving at taxable in- 
come. 


Section 262 of the Code, relating to 
personal, living and family expenses, 
provides: 

“Except as otherwise expressly pro- 
vided in this chapter, no deduction 
shall be allowed for personal, living, 
or family expenses.” 


Ordinary and Necessary Concept 

Thus, you can see that except for 
certain personal living expenses ex- 
pressly allowable as deductions by 
Congress, the only other expenses al- 
lowable as deductions for income tax 
purposes are those ordinary and neces- 
sary expenses paid or incurred in 
carrying on any trade or business and 
those ordinary and necessary expenses 
paid or incurred for the production 
or collection of income; for the man- 
agement, 
of property held for the production of 
income; or in connection with the 
determination, collection or refund of 
any tax. 


conservation or maintenance 


The Supreme Court has held that 
for expenses to be deductible they 
must comply with the requirement 
that they be both ordinary and neces- 
sary. The meaning of the word 
“necessary,” I believe, is well under- 
stood ; and whether or not an expense 
iS necessary in a particular circum- 
stance would not be too difficult to de- 
termine. The word “ordinary,” on 
the other hand, may not be so easily 
defined as to its tax 


income con- 


notation. 





*>Welch v. 
U.S. 111. 


Helvering, 3 ustc § 1164, 290 
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Accordingly, the Supreme 
Court’s definition of “ordinary” may 
shed some light on its meaning: * 


“Ordinary in this context does not 
mean that the payments must be habi- 
tual or normal in the sense that the 
same taxpayer will have to make 
them often. A lawsuit affecting the 
safety of a business may happen once 
in a lifetime. The counsel fees may 
be so heavy that repetition is unlikely. 
None the less, the expense is an ordi- 
nary one because we know from ex- 
perience that payments for such a 
purpose, whether the amount is large 
or small, are the common and ac- 
cepted means of defense against at- 
tack. Cf. Kornhauser v. United States, 
[1 ustc J 284,] 276 U. S. 145. The 
situation is unique in the life of the 
individual affected, but not in the life 
of the group, the community, of which 
he is a part.” 


Gross Income, Adjusted Gross 
Income and Taxable Income 


To fully understand our discussion 
of travel and entertainment expenses 
and expense account allowances, we 
must also define and understand three 
other terms: income,” “ad- 
justed gross income” and “taxable 
income.” 


nen 
2ToOss 


means all income 
from whatever source derived, except 
certain types of income specifically 
excluded by Congress and not perti- 
nent to this discussion. 


“Gross income” 


“Adjusted gross income,” in the 
case of an individual, is defined in 
Section 62 as being gross income 
minus the following deductions: 

(1) Trade and business deductions. 
except that 

(2) If the trade and business de- 
ductions are those of an employee 





incurred in the performance of serv- 
ices as an employee, they are limited 
in deduction to the following: 


(a) Reimbursed expenses. 


(b) Travel, meals and lodging ex- 
penses while away from home. 


(c) Transportation expenses. 
(d) Outside salesmen’s expenses. 


(3) Other deductions not pertinent 
to this discussion. 


“Taxable income,” in the case of an 
individual, may be defined as adjusted 
gross income less allowable personal 
exemptions and less certain personal 
living expenses such as medical ex- 
penses, certain taxes, charitable con- 
tributions, etc., specifically allowed 
by Congress and usually referred to 
as itemized deductions, unless the 
taxpayer elects to take the standard 
deduction. Then such itemized de- 
ductions are not allowed. In lieu 
thereof, the standard deduction of 10 
per cent of adjusted gross income— 
but not more than $1,000 for a single 
taxpayer or a married taxpayer filing 
a joint return and not more than $500 
for a. married taxpayer filing a sepa- 
rate return—is allowed. 


What Is a Business 


Since only trade or business ex- 
penses and expenses incurred in the 
production of rents and royalties are 
deductible in addition to the standard 
deduction, it is necessary to determine 
whether an income-producing activity 
constitutes a trade or business. The 
Commissioner of Internal Revenue 
has defined a “trade or business” to 
be that branch of activities wherein 
an individual expends his usual every- 
day efforts to gain a livelihood.* Thus, 
the performance of services as an 

*G. C. M. 7133, VIII-2 CB 85. 

® Noland v. Commissioner, 59-2 ustc { 9600, 


269 F. 2d 108 (CA-4). 
* 1954 Code Sec. 162(a)(2). 
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employee has been held to constitute 
a “trade or business.” ° 


Employee's Expenses 


As mentioned earlier, “trade or 
business. expenses” are deductible 
when they satisfy the “ordinary and 
necessary” requirement. In the case 
of an employee, only the following 
business expenses are deductible in 
arriving at adjusted gross income: 

(1) Expenses of travel, meals and 
lodging while away from home in the 
performance of services as an em- 
ployee. 


(2) Expenses under a reimburse- 
ment or other expense allowance ar- 
rangement with the employer to the 
extent they are actually reimbursed. 


(3) Transportation costs. 


(4) Outside salesmen’s expenses. 


Expenses While Away from Home 


“Traveling experises,” as ordinarily 
understood, include the cost of trans- 
portation to and from home and the 
entire amount expended for meals and 
lodging “while away from home.” ° 
The Commissioner and the Tax Court 
have long held that “away from home” 
means away from home overnight and 
for not longer than a temporary pe- 
riod of time, ordinarily for less than 
one year.’ The Code makes no men- 
tion. that “away from home” must 
be “overnight,” as claimed by the 
Commissioner, and the First Circuit 
Court of Appeals has rejected this 
limitation.* In order to understand 
the Commissioner’s limitation that 
travel “away from home” must be for 
a temporary period and not for an 
indefinite period, we must understand 
the meaning of “home” for tax pur- 


‘Instructions for Form 1040 (1958). 


* Chandler v. Commissioner, 55-2 ustc | 9740, 
226 F. 2d 467 (CA-1). 
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poses. Ordinarily we think of “home” 
as being the place of our abode or 
residence. The Tax Court, however, 
has consistently held that a taxpayer’s 
“home” means his principal place of 
business, employment, or post or sta- 
tion at which he is employed, and not 
where he may reside.® Thus, you are 
not in a travel status “away from 
home” unless you are out of the city 
or general locality in which you custo- 
marily carry on your trade or business.*° 
For example, a traveling salesman for 
several clothing manufacturers, on a 
straight-commission basis, was not en- 
titled to a business expense deduction 
for the cost of meals, lodging and tips 
while traveling “away from home,” 
since the facts showed that he was 
constantly in a travel status and that 
his “home” was wherever he happened 
to be.™ 

This definition of “home” is very 
important, as the deductibility of ex- 
penses, otherwise generally classified 
as travel expenses, is limited thereby. 
This also explains the Commissioner’s 
disallowance of commuting expenses 
from home to place of business.’* 

For example, if an employee is. in- 
definitely stationed for three days a 
week in a city away from the one in 
which he and his family live and, as 
part of his employment, is required 
to return for the remaining two days 
to his home office (located in the same 
city in which the employee lives), 
the employee will be considered as 
being in a travel status for the two 
days he spends at home. Accordingly, 
his expenses of travel to his home 
office and back to his station, and an 
allocable portion of the cost of main- 
taining his household for the two days 





* Arthur B. Hammond, CCH Dec. ‘19,630, 
20 TC 285 (1953), aff'd, 54-1 ustc {J 9394, 
213 F. 2d 43 (CA-5), and a long line of 
cases, 


* Rev. Rul. 56-49, 1956-1 CB 152. 
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he spends at home with his family, 
will be allowable deductions. 


‘“‘Overnight"’ Defined 


You are away from home “over- 
night” if your duties require you to 
be away from the general area of 
your “tax home” for a period which 
is substantially longer than an ordi- 
nary day’s work and of sufficient length 
to necessitate relief from duty to ob- 
tain sleep. You need not be away 
from your “tax home” for an entire 
24-hour day or throughout the hours 
from dusk to dawn as long as your 
relief from duty during your absence 
is to obtain necessary sleep and not 
merely to rest or obtain a meal.” 
Thus, in a recent circuit court of 
appeals case,’* the court held that a 
railroad conductor was entitled to 
deduct the cost of meals, lodging and 
incidentals, such as tips, as travel 
expenses away from home. This con- 
ductor spent six-hour layover periods 
away from his home terminal which, 
when added to a normal working day, 
resulted in his being absent from his 
home base for 16-hour periods. There 
was no requirement that the layover 
periods be spent in sleep or rest, but 
the conductor did so spend his spare 
time and it better equipped him to 
fulfill his duties. 


Travel for Both 
Business and Pleasure 

If a taxpayer travels to a destina- 
tion and while at such destination 
engages in both business and _per- 
sonal activities, travel expenses to 
and from such destination are de- 
ductible only if the trip is related 
primarily to the taxpayer’s trade or 





“James v. U. S., 59-2 ustc J 9618, 176 F. 
Supp. 270 (DC Nev.). 

™ Reg. Sec. 1.162-2(e). 

* IRS Publication No. 300, 

“Williams v. Patterson, 61-1 ustc $9183 
(CA-5). 
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business. If the trip is primarily per- 
sonal in nature, the travel expenses 
to and from the destination are not 
deductible even though the taxpayer 
engages in business activities while 
at such destination. However, ex- 
penses while at the destination which 
are properly allocable to the taxpayer’s 
trade or business are deductible, even 
though the travel expenses to and 
from the destination are not deductible.*® 


Wife's Expenses on Business Trip 


If a taxpayer’s wife accompanies 
him on a business trip, expenses at- 
tributable to her travel are not de- 
ductible unless it can be adequately 
shown that the wife’s presence on the 
trip has a bona fide business purpose. 
The wife’s performance of some inci- 
dental service, such as taking notes 
and attending luncheons and dinners, 
will not qualify her expenses as de- 
ductible business expenses. The same 
rules apply to any other members 
of the taxpayer’s family who may ac- 
company him.’® Generally, the dis- 
allowed portion of the expense would 
be the difference between the total 
expense and the amount it would have 
cost for similar accommodations if the 
taxpayer had taken the trip by himself. 


Entertainment Expenses 


Although the Code does not specifi- 
cally allow a deduction for entertain- 
ment expenses as such, they are 
allowable deductions if they otherwise 
meet the test of ordinary and necessary 
business expenses. To be deductible 
as business expenses, entertainment 
expenses must be reasonable in amount ; 
they must have a definite and reason- 
able relation to the taxpayer’s busi- 
ness; and they must be of such a 
nature that they could reasonably 








* Reg. Sec. 1.162-2(b)(1). 
* Reg. Sec. 1.162-2(c). 
™ Mertens, Sec. 25.88 
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be expected to accomplish the intended 
purpose. 


Entertainment expenses, otherwise 
deductible, may include, for example, 
the cost of operating a yacht or a 
fishing camp and the cost of gifts, 
food, drink, lodging, and admission to 
theatrical performances, concerts, lec- 
tures and athletic events. Such ex- 
penditures may be paid or incurred in 
connection with entertainment of 
customers or clients at the taxpayer's 
home, on his. business premises or 
elsewhere."? 


If a taxpayer entertains customers 
or clients in his home for the purpose 
of soliciting or. transacting business, 
he must prove that the gathering was 
not for purely social reasons. If the 
customers or clients are accompanied 
by their wives, the Internal Revenue 
Service will consider this as prima- 
facie evidence that the gathering was 
merely a social gathering among 
friends; and deductibility of any part 
of such expenses will be disallowed 
unless the taxpayer can prove that 
they were ordinary and necessary in 
the conduct of furtherance of the tax- 
payer’s trade or business. In any 
event, only that portion of such ex- 
penses is deductible which is in addi- 
tion to the amount the taxpayer would 
have spent if the customers or clients 
had not been present at the gathering."* 
This rule was laid down by the Tax 
Court in 1953 in the Sutter case,’ 
wherein the court commented that 
the cost of entertainment, meals, etc. 
for the taxpayer and his family “are 
ordinarily and by their very nature 
personal expenditures” which are not 
deductible, and that “presumptive 
nondeductibility may be over- 
come only by clear and detailed evi- 
dence as to each instance that the 
expenditure in question was different 


* Richard A. Sutter, CCH Dec. 19,966, 21 
TC 170, acq., 1954-1 CB 6. 
*” Cited at footnote 18. 
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from or in excess of that which would 
have been made for the t2xpayer’s 
personal purposes. Where sucu evi- 
dence is absent we conclude that even 
under the Cohan rule no amount what- 
ever for such expenses may properly 
be claimed.” 


Thus, the rule now is that if you 
take a customer or client to lunch 
and spend $10 for the lunch, or $5 
apiece, you may not deduct the entire 
$10. Assuming that you would have 
spent $1.50 for your own lunch if 
you had not entertained the customer, 
you probably would be allowed to 
deduct up to $8.50 as ordinary and 
necessary business expense. 


In the case of an employee, who, 
under an expense account reimburse- 
ment arrangement with his employer, 
is reimbursed for the entire $10, the 
full $10 must be included in gross in- 
come. Only $8.50 may be deducted, 
the $1.50 being considered as addi- 
tional compensation. The employer in 
this case would be allowed a deduction 
for the full $10. 


Transportation Expenses 


Certain transportation expenses are 
deductible even though incurred while 
not traveling away from home over- 
night. The term “transportation ex- 
penses” includes transportation fares 
of all kinds and the cost of operating 
and maintaining an automobile to the 
extent attributable to the actual con- 
duct of the business or employment. 


Expenses for commuting between 
the taxpayer’s residence and any busi- 
ness location situated within the area 
of his “tax home” are not deductible, 
‘regardless of the distance he com- 
mutes, or even though he is employed 
on different days at different locations 
within his “tax home.” 


* Work cited at footnote 13. 
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However, if he works at two or 
iore different places in the same day 
(whether or not for the same employ- 
er), his expenses in getting from one 
place to the other are deductible. 


If he is required to work at a tempo- 
rary or minor location. outside the 
general area which is his “tax home,” 
his transportation expenses for daily 
round trips from that area to such 
temporary or minor post of duty are 
deductible.” 


Club Dues and Expenses 


Country club and other social club 
dues and expenses are presumptively 
personal in nature; and unless such 
expenses by substantial evidence can 
satisfy the ordinary and necessary 
business purpose test they will not be 
allowable deductions. In a special 
ruling ** the Commissioner of Internal 
Revenue held that the question of 
whether club membership dues were 
allowable deductions depended on the 
original purpose for which the mem- 
bership was taken out; and because 
of the large personal element in club 
memberships, substantial evidence is 
a prerequisite to allowance. The ques- 
tion of whether such dues were ordi- 
nary and necessary business expenses 
could not be decided prior to the 
filing of a tax return and examination 
thereof by a field agent. 


Outside Salesmen 
“‘ad- 


justed gross income,” “taxable income,” 
“standard deduction” and “itemized 
deductions,” and I have mentioned 
“outside salesmen” several times. I 
have also stated that the only expenses 
which an ordinary employee may de- 
duct from gross income to arrive at 
adjusted gross income without using 
up part of his standard deduction are 


I have defined “gross income,” 


™CCH Sranparp FeperAL Tax Reports 
(1949 Ed.), ¥ 6052. 
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travel expenses (including meals and 
lodging while away from home), local 
transportation expenses and _ reim- 
bursed expenses. All other business 
expenses for such employees are con- 
sidered “personal deductions,” which 
act to reduce the standard deduction 
because they may not be deducted 
unless the employee itemizes his 
deductions. 


Outside salesmen, on the other hand, 
are treated as being in business for 
themselves, and since 1954 they are 
allowed to.deduct as business. ex- 
penses, in addition to the standard 
deduction, all the ordinary and neces- 
sary expenses incurred in connection 
with their employment as outside 
salesmen. Thus two salesmen, one 
outside, the other inside, both having 
the same salary, exemptions and busi- 
ness expenses and both using the 
standard deduction, will have different 
amounts of taxable income. The out- 
side salesman will have less taxable 
income by the amount of his outside 
selling expenses; thus, his tax will 
also be less. An outside salesman for 
this purpose is a full-time employee 
whose job is to solicit business for his 
employer away from the employer’s 
place of business. 


Automobile Expenses 

If an employee uses his automobile 
for business purposes in the course 
of his employment, he may deduct the 
cost of operating his automobile if 
the expenses in connection therewith 
qualify as travel, local transportation 
or outside salesman’s expenses, or if 
they are reimbursed. Such expenses 
include depreciation, gas and oil, lub- 
rication, washing, repairs, garage and 
parking, insurance, tires and supplies 
—and even a chauffeur’s salary. If 
the automobile is used for both busi- 
ness and personal purposes, it will be 
necessary to allocate the total operat- 
ing cost between business. and non- 
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business use. This can best be done 
on a mileage basis. It is suggested 
that records be kept of the beginning 
and ending mileage for each year and 
of the number of miles driven for 
business purposes. Driving to and 
from work is considered personal and 
is not deductible. The Service has 
held that the first stop in the morning 
by an employee who makes several 
stops a day is personal. Thus, if one 
has a customer or client on his way 
to work and can prove that he is re- 
quired to stop at the customer’s place 
of business, he may deduct the cost 
of driving to his office or to the re- 
maining stops for the day, even though 
the first stop may be but a short dis- 
tance from his home. The government 
has issued Form 2106, which shows 
how. to determine the depreciable 
basis of an automobile and how to 
allocate the total operating cost be- 
tween the business and nonbusiness 
portions. 


Records 
and Reporting Requirements 


Now let’s take a look at record 
keeping and reporting requirements 
as outlined by the Service. Knowing 
which expenses are allowable deduc- 
tions won’t help reduce our taxes un- 
less we can make these deductions 
stand up. 


In view of the fact that employers 
will be required to supply additional 
information with their 1960 income 
tax returns relating to expense al- 
lowances. paid to certain employees, 
it will be necessary to set up in the 
books and records a separate expense 
account for each. officer, partner, pro- 
prietor or other employee who has 
charged expenses to the employer on 
a credit card or other charge account, 
or who was reimbursed for expenses 
incurred for the employer’s business. 


If an employer requires his em- 
ployees to submit written expense 
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accounts broken down into broad 
categories—such as_ transportation, 
meals and lodging while away from 
home overnight, entertainment ex- 
penses and other business expenses 
—supported by receipts or vouchers 
—such as hotel bills, transportation 
tickets and answers to the “four W’s 
and how much”—the employer will be 
deemed to be maintaining adequate 
records in support of expense account 
allowances. 


Each expense account, so provided, 
for the officers’ or employees’ expenses 
must include not only the cash pay- 
ments made to an officer or employee 
but must also include the amounts 
which have been charged to the em- 
ployer by such officer or employee on 
credit cards or other charge accounts. 
Care should be exercised that credit 
card or other charge account items 
are supported by written expense 
statements showing the “four W’s 
and how much.” 


One form of accounting I could 
suggest for compiling the information 
for reimbursed expenses and expense 
allowances for each officer or employee 
would be an employee’s expense ledger 
with a control account in the general 
ledger; supported by a _ subsidiary 
ledger containing an account for each 
officer or employee to whom or for 
whom such expenses were paid or 
reimbursed. This ledger would be 
maintained similar to a factory ex- 
pense ledger with which all account- 
ants are familiar. 


Noncompliance 


What happens if an employer fails 
to answer the questions on his in- 
come tax return or fails to submit 
the information relative to expense 
allowances of certain specified em- 
ployees? The Commissioner has ad- 
vised that there will be no penalty 
asserted for failure to answer the 
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questions and to supply. the other 
information requested on the 1960 tax 
forms, but he also stated that such 
failure may lead to an examination 
of the income tax return. 

If business doesn’t cooperate by 
maintaining adequate records and by 
disclosing the information requested, 
it may result in Congressional action 
in the form of a law which will greatly 
limit or completely disallow any de- 
ductions for entertainment expenses. 
In fact, in June of 1960 the Senate 
actually passed a bill, the result of 
which would have practically elimi- 
nated deductions for expense accounts. 
This bill was eliminated in conference 
by substituting therefor a_ section 
which provided (1) that the Secretary 
of the Treasury would report to Con- 
gress the results of the present en- 
forcement program of the Internal 
Revenue Service and (2) that. the 
Joint Committee on Internal Revenue 
Taxation would also make a complete 
study of the. operation and effects of 
the present law, regulations and prac- 
tices in this area. The joint committee 
was further directed to report the 
results of its investigation and study 
to the House of Representatives and 
the Senate of the Eighty-seventh 
Congress, together with its recom- 
mendations for any changes in the 
law and administrative practices 
which, in its judgment, it found neces- 
sary or appropriate. 


Warning Letters 


In order to encourage taxpayers 
to keep adequate records, and also to 
enforce its new and stricter program 
of examining expense account deduc- 
tions, the Internal Revenue Service 
has adopted a new policy of issuing 
warning letters to taxpayers whose 
records are deemed to be inadequate. 
All field agents have been instructed 
to carefully examine a _ taxpayer’s 
records pertaining to business ex- 
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penses and to include in each report 
a comment as to the adequacy or in- 
adequacy of such records. Whenever, 
in the opinion of the agent, such 
records are found to be deficient, the 
district director will send the tax- 
payer a letter calling attention to this 
fact and advising how to correct such 
deficiencies. The letter will also in- 
form the taxpayer that if he fails to 
maintain the proper records in future 
years, the allowability of his deduc- 
tions will be determined under a 
stricter standard than was applied in 
the current examination. This new 
program is not just hearsay, as I 
know of one case already where the 
taxpayer has been informed that such 
a letter will be issued. 


Constructive Dividend 
or Additional Compensation 


Where a corporate taxpayer pays 
personal expenses for an officer-share- 
holder, the deduction for such items 
will be disallowed to the corporation ; 
the disallowed amount. will then be 
added to the income of the officer- 
shareholder and taxed to him on the 
theory of a. constructive dividend. 
When an agent examines a corporate 
tax return, he will ask to examine the 
returns of the individual officers, also. 

Where a corporate officer is expected 
to pay certain expenses out of his own 
pocket, the Service will insist on evi- 
dence that the officer was required 
to make the payment as a condition 
of his employment. I strongly urge 
that the corporate minutes—or the 
employment contract, if there is one 
—contain a statement to the effect 
the officer is required to make such 
payments for which he is not to be 
reimbursed.”* 


No deduction will be allowed to an 
officer or other employee for any 
amount paid or incurred by him for 


* Reg. Sec. 1.162-17(b)(1). 
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his employer for which he was not 
reimbursed only because he failed to 
submit an expense account to his 
employer. It is an established rule 
that no deduction will be allowed for 
the payment of another’s expenses. 


Reporting by Employees 

The regulations provide that an em- 
ployee whose employer requires him 
to account for expense allowances 
does not have to report his expenses 
on his return if the reimbursements 
from the employer are equal to the 
expenses. All that is required in this 
case is that the employee state on his 
return that the total amount received 
by him from his employer, or the total 
amount charged to his employer 
through credit cards or otherwise, 
did not exceed the ordinary and neces- 
sary business expenses paid or incur- 
red by the employee. 


Revenue Ruling 58-453 *° also pro- 
vides that an employee will be con- 
sidered to have reported to his employer 
if he receives a per diem allowance 
from his employer, in lieu of subsis- 
tence, not in excess of $15 per day 
and if any amounts received for mil- 
eage allowance do not exceed 12% 
cents per mile. These amounts were 
determined by allowing 125 per cent 
of the present maximum subsistence 
allowance of $12 per day, and mileage 
allowances of 10 cents per mile, au- 
thorized to be paid by the federal 
government for official travel by gov- 
ernment employees within the conti- 
nental United States. Whenever the 
maximum allowance authorized to be 
paid by the federal government is 
changed, the $15 per diem and 12% 
cents per mile amounts will also be 
changed. Recently these per diem 
subsistence. allowances for certain 
geographical areas, and mileage al- 
lowances for initial miles, were liberal- 


* 1958-2 CB 67. 
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ized to allow higher amounts under 
certain conditions.” 


Employees who are not required to 
account to their employers for travel, 
transportation, entertainment or other 
business expenses under a reimburse- 
ment or expense allowance arrange- 
ment, or employees who—although 
required to account to their employ- 
ers—fail to report, must show on their 
returns the total amount received 
from the employer and the total 
amount disbursed. The regulations ** 
require such an employee to submit 
as a part of his return a statement 
showing the following information: 


(1) The total of all amounts re- 
ceived as advances or reimbursements 
from his employer in connection with 
the ordinary and necessary business 
expenses of the employee, including 
amounts charged directly or indirectly 
to the employer through credit cards 
or otherwise. 


(2) The nature of his occupation, 
the number of days away from home 
on business, and the total amount of 
ordinary and necessary business ex- 
penses paid or incurred by him (in- 
cluding those charged directly or 
indirectly to the employer through 
credit cards or otherwise, broken down 
into such broad categories as trans- 
portation, meals and lodging while 
away from home overnight, entertain- 
ment expenses and other business 
expenses), 


Employee Related to Employer 


An employee who is related to his 
employer within the meaning of Sec- 
tion 267(b) of the Code must also 
submit full reporting regarding ex- 
pense account allowances, reimburse- 
ments and disbursements with his tax 
return similar to the information re- 
quested from employees who do not 
report to their employers. 





Nonreimbursed or Extra Expenses 


If the reimbursement received from 
an employer is less than the total 
ordinary and necessary expenses paid 
or incurred by an employee for the 
benefit of his employer, the unreim- 
bursed portion may be deducted on 
the employee’s tax return. Such 
unreimbursed. expenses for travel and 
local transportation (but not the cost 
of commuting to and from work) and 
outside salesmen’s expenses should be 
deducted from gross income in ar- 
riving at adjusted gross income on 
page 1 of Form 1040 or Form 1040W. 
Other unreimbursed expenses which 
are not for travel and local transporta- 
tion expenses and are not outside 
salesmen’s expenses are also deductible, 
but only as an “other deduction” on 
page 2 of the return. 


The regulations provide that an em- 
ployee who is required to account to 
his employer must submit a statement 
showing the following information as 
part of his tax return to support a 
deduction for unreimbursed expenses: 


(1) The total of any charges paid 
or borne by the employer and of any 
other amounts received from the em- 
ployer for payment of expenses, whether 
by means of advances, reimbursements 
or otherwise. 

(2) The nature of his occupation, 
the number of days away from home 
on business, and the total amount of 
ordinary and necessary business ex- 
penses paid or incurred by the em- 
ployee, broken down into such broad 
categories as transportation, meals 
and lodging while away from home 
overnight, entertainment expenses and 
other business expenses. 


Employees are also required to 
maintain records complete enough to 
support the deductions taken on their 
tax. returns for such unreimbursed 


expenses. [The End] 





* Rev, Rul, 60-282, I. R. B. 1960-35, 15. 
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Action in Indiana 
on Kintner-Type Organizations 


By ELMER E. LYON 


The proposed state law discussed here is of interest to all concerned 
with professional associations: Mr. Lyon, who introduced the bill 
in the Indiana General Assembly, is a member 

of the law firm of Bingham, Summers & Spilman, Indianapolis. 


OR SEVERAL YEARS NOW, the professional groups have 

endorsed the Jenkins-Keough Bill. This bill was introduced into, 
and passed, the House of Representatives during 1959 as H. R. 10. 
It provided that a self-employed person or partner could set aside as 
much as $2,500 per year or 10 per cent of his income, whichever would 
be the lesser, and could invest such money in a specially restricted 
type. of life insurance or in a trust with a bank as trustee and thereby 
defer the federal income tax on such amount so set aside and so in- 
vested until the time of such person's retirement. Its primary objec- 
tive was to provide the self-employed person or partner with a means 
of providing adequately for his old age and to place such self-employed 
persons or partners on equal tax bases with persons meeting the 
technical definition of an employee, who have available such pension 
and other retirement benefits. 


The Senate Finance Committee held hearings on H. R. 10, and the 
Treasury objected to H. R. 10. The Treasury’s principal objection to 
it was that no provisions were made for the employees of the self- 
employed person.. The Senate Finance Committee amended H. R. 10, 
and the effect of such amendments was the introduction of a brand 
new bill.. The changes made in H.R. 10 by the committee were so 
substantial and far-reaching that it is now felt that no legislation 
along these lines will be adopted in the next session of Congress. 


For several years, doctors and other professional groups which are 
prohibited from practicing their professions through the means of a 
corporation have worked toward obtaining recognition by the Treas- 
ury Department of a type of business association taxable as a corpo- 
ration which would enable such professional groups to achieve some 
of the advantages available to employees of a corporation. Such 
specific advantages sought are social security coverage, group hospital 
and medical coverage, sick pay exclusions, health and accident insur- 
ance, group life insurance, and tax-exempt pension and profit-sharing plans. 
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The goal sought, and the one that 
must be achieved, is a business or 
professional entity that will establish 
legally an employer-employee rela- 
tionship. 

Some of the pioneers in the struggle 
for the association of professional men 
into such an entity were a group of 
doctors in Montana who formed an 
association by which they sought to 
be taxed as a corporation—thereby 
enabling them to establish the legal 
relationship of employer-employee. 
The Treasury fought this group in the 
federal courts, losing at each stage of 
litigation. (U. S. v. Kintner, 216 F. 
2d 418 (1954), aff’g 107 F. Supp. 
1076.) The Treasury resisted the ra- 
tionale of the Kintner case and sought 
to restrict its application. While the 
Internal Revenue Code has been in 
effect nearly six years, the Commis- 
sioner of Internal Revenue did not 
issue final regulations under Section 
7701 of the 1954 Code until November 
15, 1960. (Internal Revenue Code 
Regulations Section 301.7701-1 and 2). 
Section 7701 of the Code of 1954 is a 
definition section, dealing with the 
qualification and definitions of busi- 
ness organizations for tax purposes. 
The regulations take an extreme view 
as to what constitutes an association 
taxable as a corporation; and if law- 
yers and tax men can devise an or- 
ganization which will meet all the 
provisions contained in these regula- 
tions, they will have devised a new 
Indiana 


creature as far as law is 


concerned. 

One of the most objectionable parts 
of the regulation is the section which 
throws the final decision of whether 
or not an association is a partnership 
or a corporation to the application of 
local law. The objectionable portion 
provides that “although it is the In- 
ternal Revenue Code rather than local 
law which establishes the test or 
standards which will be applied in 
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determining the classification in which 
an organization belongs, local law 
governs in determining whether the 
legal relationships which have been 
established in the formation of an 
organization are such that the stand- 
ards are met. Thus, it is local law 
which must be applied in determining 
such matters as the legal relationship 
of the members of the local organiza- 
tion among themselves and with the 
public at large, and the interest of the 
members of the organization in its 
assets.” 

The application and interpretation 
of the quoted portion leaves too much 
in doubt for safe tax planning. Very 
few states, and Indiana is not among 
them, provide for an association which 
would meet the test of an association 
taxable as a corporation under these 
proposed regulations. Additional legis- 
lation would be necessary in Indiana, 
perhaps as amendments to the part- 
nership sections or by an entirely 
new chapter. Essentially, an associa- 
tion taxable as a corporation must 
provide for continuity of life beyond 
the death, insanity, bankruptcy, re- 
tirement, resignation or expulsion of 
any member. In other words, there 
must be (1) continuity of life beyond 
what is usually found in a partnership 
under Indiana law, (2) centralization 
of management such as a board. of 
directors or managing directors where 
some of the members have given up 
their right to participate actively in 
all decisions, (3) a limit on. liability 
of each member and (4) transferabili- 
ty of the interests in such association. 

Thus, under Indiana partnership 
law, I am of the opinion that no as- 
sociation taxable as a corporation may 
be organized. While an association 
taxable as a corporation might meet 
some professional men’s qualms about 
practicing their profession in a cor- 
porate form, such an association as 
required under. the regulations pro- 
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vides for a corporate form of practic- 
ing one’s profession in legal essence 
and would in operation present a legal 
nightmare since there is no judicial 
precedent in this state for such an 
organization. It is thus apparent 
that the object of the regulations is 
not to make it easy for any self-em- 
ployed or professional people to ob- 
tain the benefits afforded employees. 


Inasmuch as the Commissioner’s 
regulations under Section 7701 of the 
Internal Revenue Code in legal es- 
sence describe a corporation when 
referring to an association taxable as 
a corporation, and inasmuch as any 
immediate adoption of any legislation 
by. Congress removing the tax dis- 
criminations against professional people 
and other people performing personal 
services who are not presently. per- 
mitted. to incorporate in this state 
seems doubtful. in. light of the non- 
passage of Jenkins-Keough H. R. 10- 
type bills, I believe that the quickest 
and surest action that can be taken to 
remove these income tax discrimina- 
tions in the State of Indiana is to go 
directly to the general assembly with 
proposed legislation that will repeal 
any laws prohibiting a_ professional 
group or other groups, such as life 
insurance agents, from carrying on 
their profession by the means of a 
corporation. 


Tax Considerations 


If professional people are permitted 
to practice their profession through 
the means of a corporation, the fol- 
lowing tax advantages and disadvan- 
tages resulting from the corporation 
form, as contrasted with the partner- 
ship or sole proprietorship. method. of 
conducting business, are: 


(1) A corporate employer may 
carry group life insurance on all its 
employees—including all professional 
employees—and may deduct from its 
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taxable income all premiums paid for 
such group insurance. The premiums 
paid by an employer for group life 
insurance on his employees are not 
taxable to the employee when the em- 
ployer makes the premium payment. 


A partner or self-employed person 
can never deduct life insurance. prem- 
iums paid on his own life. 


(2) A corporate employer can pur- 
chase group medical and _ hospital 
policies On its employees (professional 
people included) and deduct the prem- 
iums for such group medical hospi- 
talization from its taxable income, 
and the employees are. not charged 
with additional income as a result of 
the payment of such premiums. 


A sole proprietor or a partner may 
not deduct any premiums for medical 
and. hospitalization insurance, except 
to the extent they are deductible as 
medical expenses during the year of 
payment. The 3 per cent of adjusted 
gross income limitation on such de- 
ductions usually works to deprive the 
self-employed or the partner of anv 
deduction. 


(3) Present law authorizes. the ex- 
clusion by an employee of sick pay 
to the extent of $100 per week. A sick 
pay exclusion is available to an em- 
ployee-shareholder. A corporate em- 
ployer may deduct all amounts paid 
as a salary continuation plan. 


There is no sick pay exclusion avail- 
able to a self-employed person. or a 
partner. 


(4) In addition to the adoption of a 
sick pay plan, and as a part of such 
plan, a corporation may carry group 
accident and disability policies on its 
employees, the premiums of which are 
deductible in the year paid and can 
be used to provide funds to continue 
the salary of an employee in the event 
of disability due to accident or natural 
causes. 
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A partner or self-employed person 
may not deduct the premiums that he 
pays each year on his accident and 
disability policies. 

(5) A corporation can adopt either 
a pension or a profit-sharing plan for 
the benefit of its employees ; the plans, 
if adopted pursuant to the present 
existing provisions of the Internal 
Revenue Code, may be tax-exempt. 
Under a qualified profit-sharing plan, 
a definite per cent of the profits of a 
corporation may be set aside each 
year and placed in trust with a trustee. 
The amount set aside for each em- 
ployee may not exceed 15 per cent 
of his salary or wages during the year. 
The corporation obtains a deduction 
for the 15 per cent when it is set aside 
and paid to the trustee; and the earn- 
ings, profits and gains of the trust are 
exempt from state or federal income 
taxes. The employees do not pay any 
tax on the 15 per cent when it is set 
aside in trust for them. by the em- 
ployer. In the meantime, the share 
set aside in the trust in behalf of the 
employee can grow substantially in 
amount, since the income of the trust 
is exempt. Upon the termination of 
the employee’s employment, he may 
receive the retirement income and 
pay taxes on it when he is in a much 
lower bracket due to his age and re- 
tirement. 


Under present law, the proceeds 
paid by the trustee of an exempt 
plan to any beneficiary of an employee, 
other than the employee’s estate, are 


exempt from federal estate tax. If an 
employee takes his share of the trust 
in a lump sum, present law permits 
him to treat the entire amount as a 
long-term capital gain. This limits 
the tax on such amount to 25 per cent 
of the total sum, and in most situa- 
tions the tax will be less than 25 per 
cent. Similar treatment is afforded 
pension plans, but the deduction of 
the contribution is limited to 5 per 
cent of the employee’s wage or the 
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actual cost, plus 10 per cent of the 
cost of funding the past service, 

(6) The incorporation of profession 
practice would facilitate the transfer 
of an interest in the business upon 
death or retirement, in that the cor- 
poration could purchase the share- 
holder’s interest and the shareholder, 
if retiring, would receive full capital 
gains upon the sale of his interest. 
Upon a shareholder’s death, there 
would be no capital gains tax to pay if 
the corporation redeemed a deceased 
shareholder’s interest at its then fair 
market value. 


Under the present partnership pro- 
vision of the Internal Revenue Code, 
the sections dealing with deceased or 
retiring partners are. quite .compli- 
cated, and if any provisions are made 
to purchase a deceased or retiring 
partner’s interest, part of the purchase 
price is generally taxable to the retir- 
ing partner or to his estate as ordi- 
nary income or as income in respect 
of a decedent. 


(7) Under present. law, a corpora- 
tion may have a deduction up to the 
amount of $5,000 for a payment made 
to a deceased employee's widow or 
estate as a result of the employee’s 
death, and the amount, up to $5,000, 
received by the deceased employee’s 
widow or estate is exempt from fed- 
eral estate and. gross income tax. 
Whether any amounts greater than 
$5,000 are deductible by the corpora- 
tion and not taxable to the widow or 
estate remains an open question under 
the 1954 Code with, thus far, one case 
decided in favor of the exemption of 
a greater amount and one case de- 
cided against such exemption. 


(8) If a corporation has not more 
than ten shareholders and if it meets 
other provisions of Subchapter S of 
the Internal Revenue Code dealing 
with tax-option corporations, it, with 
the consent of all its shareholders, 
can elect.to have its income taxed to 
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its shareholders. Such an election 
gives the corporation all the benefits 
of the corporate form of taxation, at 
the same time completely removing 
the aspect of double taxation of cor- 
porate earnings as received by it and 
as dividends when. distributed to its 
shareholders. 


A corporation not electing the pro- 
visions of Subchapter S may in some 
instance provide tax savings when the 
shareholder-employee is in a higher 
effective tax bracket than the 
poration. 


cor- 


I have no doubt overlooked some 
additional tax advantages to having 
lawyers and other professions incor- 
porated. One other advantage to 
physicians would be that as employees 
of a corporation, they would be en- 
titled to social security coverage. To 
young doctors with large families, 
this could be a substantial benefit 
which alone could justify an incorpo- 
ration of this nature. 


There would. be additional 
one-shot advantages, such as deferring 
the tax payment by the selection of 
a different fiscal year and perhaps by 
a selection of a different method of 
accounting. 


some 


Some of the disadvantages or pit- 
falls to incorporation might be: 


(1) A corporation wishing to use a 
“tax option” corporation would be 
limited to ten shareholders (partners) 
or less. There may be some profes- 
sional partnerships in Indiana where 
there are now more than ten partners. 


(2) There would be a gross income 
tax disadvantage in that, presently, 
partnership receipts are taxed only 
once when received by partners and 
are exempt income when distributed 
to the individual partners. Upon in- 
corporation, the corporation would be 
taxed at 1% per cent, and each share- 
holder would be taxed again at. 1% 
per cent on his salary or dividend dis- 
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tribution. This problem could be re- 
moved by having the general assem- 
bly pass an amendment to the Indiana 
gross income tax, adopting a provision 
similar to a tax-option corporation 
under Subchapter S of the. Internal 
Revenue Code. 


(3) If a corporation did not elect 
to have its income taxed to its share- 
holders, there might arise such questions 
as unreasonable salaries, unreasonable 
accumulation of surplus and, perhaps, 
a question dealing with the personal 
holding company provisions of the In- 
ternal Revenue Code. As a practical 
matter, very few professional corpora- 
tions could be considered closely held 
—that is to say, no one shareholder in 
the usual law partnership would be in 
a position to fix his own salary, unless 
such corporation: were owned by a 
father, son or son-in-law; and, fur- 
thermore, since the corporation would 
be a personal service corporation, as 
distinguished from one where capital 
is a substantial income-producing fac- 
tor, there is little likelihood that the 
question of unreasonable salary would 
ever be raised. In addition, present 
law permits a corporation to accumu- 
late at least $100,000 in unrelated 
surplus before an unreasonable ac- 
cumulation of surplus surtax applies. 
A corporation may be a personal hold- 
ing company where personal service 
contracts are performed by a share- 
holder owning 25 per cent or more 
of the stock. If the tax-option elec- 
tion is not in effect because there are 
more than ten shareholders, then very 
likely no one shareholder would own 
at least 25 per cent of the stock in any 
event. 


The advantages and disadvantages 
set out above should generally cover 
most of the tax problems involved, 
and, in addition, the usual advantages 
and disadvantages of a corporate form 
of doing business over a partnership 
or sole proprietorship would be available. 
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Proposed Legislation 


I, as a professional man, believe 
that care must be taken to see that 
the public is safeguarded. While re- 
moval of. tax inequities is desirable, 
the professions should never sponsor 
or endorse legislation that could in 
any way be interpreted as being 
against the best public interest. Fore- 
most in the minds of most professional 
people with whom I have discussed 
this bill is the fear that the traditional 
professional relationship with the 
public might be impaired. I. believe 
that legislation can be adopted in this 
state which will keep this relationship 
completely intact and the public inter- 
est and welfare completely safeguarded, 
while at the same time permitting a 
corporation, under certain conditions 
and limitations, to engage in a profes- 
sional practice in this state. I believe 
that my proposed legislation accom- 
plishes this purpose. I believe that 
the legislation which I am proposing 
in this attached bill will accomplish 
the result of legally establishing an 
employer-employee relationship in cer- 
tain situations whereby professional 
people can obtain the tax benefits 
available to all other employees, and, 
at the same time, will keep intact the 
historical, traditional and customary 
relationships between the professional 
man and the person to whom he is 
rendering the professional services. I 
would be the first person to withdraw 
any of these proposals if anyone can 
show me that my proposed legislation 
would destroy any of those traditions 
and relationships. 


Many of the sections of the attached 
bill are self-explanatory. I believe 
that the title of the act and Section 1 
will meet the requirements of Article 
IV, Section 19, as amended, of the 
constitution. 


Section 2 of the bill is a definition 
section, and it is intended to define 
the term “professional services” so as 
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to include any type of personal serv- 
ices which can not now be rendered 
by a corporation. By way of example, 
lawyers, physicians, dentists, certified 
public accountants and life insurance 
agents may not render their personal 
services through the means of a cor- 
poration, This bill is intended to 
include their services in the term “pro- 
fessional service” and to include any 
other personal services that, by rea- 
son of law, cannot now be performed 
by a corporation. Section 2(b) defines 
a professional corporation so as to 
limit such corporation to one engaged 
in the practice of one specific profes- 
sion or the rendering of one specific 
professional service. For example, a 
corporation could not be organized to 
render both legal services and medical 
services. 

Section 3 is intended to permit the 
organization of a professional corpo- 
ration for the purpose of carrying on 
the practice of a specific profession. 
It is intended to cover all individuals 
or groups of individuals who, by some 
reason of law, are not now permitted 
to organize a corporation and carry 
on their profession in such form. 
Under Section 3, one-person may be 
the sole stockholder in such a 
poration. ‘This is not a departure 
from present corporate law inasmuch 


cor- 


as in Indiana there is no present pro- 
hibition against 100 per cent of the 
stock in a corporation being owned 
by one person. 

Section 4 specifically limits the cor- 
poration to the single purpose of ren- 
dering one professional service, and it 
is intended to safeguard the public 
from any commercialism. For exam- 
ple, a legal corporation could not run 
a detective agency, nor could a medi- 
cal corporation operate a drug store. 

A professional corporation under 
Section 5 can act only through li- 
censed agents or employees. Section 
5, however, is intended to permit cer- 
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tain unlicensed persons, such as law 
students or junior accountants, to be 
employed by a professional corpora- 
tion, provided their employment and 
service is under the direct supervision 
and control of a duly licensed profes- 
sional person. 


Section 6 is intended to preserve 
the personal relationship between the 
professional employee and his client. 
By this section, it is intended to pre- 
serve the privileged communications 
between such persons and to preserve 
the standards for professional conduct 
and the. personal liability for the 
wrongful acts of the professional while 
engaged in his practice. 


Section 7 is intended to preserve 
the high ideals. of the profession and 
to prevent any person other than a 
professional from having a financial 
interest in a professional corporation. 
For example, a bank, a real estate 
company or any other commercial 
group could not own stock in a pro- 
fessional corporation. Akin to Sec- 
tion 7 is Section 11, which prevents 
any transfer to a person other than a 
member of the profession. 


Section 8 is intended to protect the 
public from any unauthorized practice 
or from any person profiting by rea- 
son of his election to public office. 
Presently, lawyers elected to judge- 
ships are not permitted to practice 
law, and if a shareholder in such cor- 
poration were elected to a judgeship, 
he would be disqualified as a share- 
holder. t 

Section 9 is intended only to apply 
where, by inadvertence, the organizers 
or shareholders of.a corporation have 
failed to specifically provide for the 
purchase or redemption of the shares 
of a disqualified or deceased share- 
holder. This section will have no 
application where the shareholders 
have adopted their own plan for the 
sale or redemption of the shares in the 
corporation. 
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Section 10 is intended to provide a 
method of policing a professional cor- 
poration by an additional provision 
to be contained in the annual report 
filed by the regular domestic corpora- 
tion. By this means, the public can 
determine from time to time who are 
the shareholders of a professional cor- 
poration. If a corporation has share- 
holders who are disqualified from the 
practice, this fact can be brought to 
the secretary of state, and steps can 
be taken to revoke the franchise. 


Section 12 is intended purely as the 
means to advise the public of the 
professional association, and it offers 
alternatives in the selection of a cor- 
porate name. 


Sections 13, 14 and 15 are technical 
in nature, and they meet the technical 
provisions of legislative bills. Sec- 
tion 13 adopts, by a reference, all the 
provisions of sections dealing with 
domestic corporations for profit, ex- 
cept to the extent they are modified 
herein. This Section 13 is in -con- 
formity with Article IV, Section 19, 
as amended, of the Indiana Constitution. 


It should be borne in mind that the 
provisions of this bill are optional 
with all members of the professions 
concerned, and no professional man 
should be prejudiced by the adoption 
of these provisions. It will offer him 
an opportunity, if he wishes, to have 
tax benefits that are now available to 
employees. Such statement is pre- 
mised on the final regulations issued 
under Section 7701 of the Internal 
Revenue Code of 1954, I believe that 
this bill, if adopted, will provide for 
an organization which will (1) have 
associates, in the form of sharehold- 
ers, (2) be organized to carry on a 
profession and divide the gains, (3) 
have continuity of life, (4) have cen- 
tralization of management, (5) have 
a limitation, however slight, of lia- 
bility and (6) have transferability of 
interests. 
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Since, under the regulations, the created under this proposed bill (see 
professional corporation will have appendix) should meet the definitions 
more of the attributes of a corporation of a corporation under Regulations 
than it has of a partnership, an entity Section 301.7701. [The End] 


APPENDIX 


The proposed bill was introduced in the Indiana General Assembly as 
House Bill 33 and Senate Bill 73. Following is the text of Senate Bill 73 as 
it was voted unanimously out of the Senate Judiciary A Committee on 
February 1, 1961, in amended form. The parts printed in this style type are 
parts of the proposed bill which are stricken out by the committee. Also, the 
proposed bill contained a Section 15, which the committee chooses to omit. 


Senate Bill No. 73 


A BILL FOR AN ACT concerning professional corporations. 
Be it enacted by the General Assembly of the State of Indiana: 


SECTION 1. This act may be cited as “The Indiana Professional Cor- 
poration Act.” 


SEC. 2. Definitions. (a) “Professional Service” means any type of pro- 
fessional service which may be legally performed only pursuant to a license 
or other legal authorization, e. g., the personal service rendered by certified 
public accountants, chiropractors, dentists, osteopaths, physicians and sur- 
geons, attorneys at law and life insurance agents. 


(b) “Professional Corporation” means a corporation: organized under 
this act for the sole purpose of rendering a professional service. 


SEC. 3. An individual or a group of individuals each of whom is licensed 
or otherwise legally authorized to render the same kind of professional service 
within this state may organize and become a shareholder, or shareholders, 
of a professional corporation. Any such group of individuals who may be 
rendering a specific professional service as an organization created otherwise 
than pursuant to this act may incorporate under and pursuant to the pro- 
visions of this act by amending the agreement establishing the organization 
in such manner that such agreement as amended shall constitute articles of 
incorporation prepared and filed in the manner prescribed by this act and by 
otherwise complying with the applicable requirements of this act. 


SEC, 4. A professional corporation may be organized only for the pur- 
pose of rendering one specific kind of professional service and shall not engage 
in any business other than rendering the professional service for which it was 
organized. However, it may invest its funds in real estate, mortgages, stocks, 
bonds,. or any other type of investment and may own real or personal property 
necessary or appropriate for rendering its professional service. 


SEC. 5. A professional corporation may render professional service only 
through officers, employees, and agents who are themselves duly licensed or 
otherwise legally authorized to render professional service within this state. 
The term “employee” as used in this section does not include clerks, book- 
keepers, technicians or other individuals who are not usually and ordinarily 
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considered by custom and practice to be rendering professional services for 
which a license or other legal authorization is required, nor does the term 
“employee” include any other person who performs all his employment under 
the direct supervision and control of an officer, agent or employee who is him- 
self rendering professional service to the public on behalf of the corporation. 


SEC. 6.. This act does not modify any law applicable to the relationship 
between a person furnishing professional service and a person receiving such 
service, including liability arising out of such professional service. 


SEC. 7. A professional corporation may issue its capital stock only to 
persons who are duly licensed or otherwise legally authorized to render the 
same professional service as that for which the corporation was organized. 


SEC. 8. If any officer, shareholder, agent or employee of a professional 
corporation becomes legally disqualified to render professional. service within 
this state, or accepts employment or is elected to a public office that pursuant 
to existing law is a restriction or limitation upon rendering of professional 
service, he shall sever all employment with, or financial interest in, such 
corporation forthwith. A corporation’s failure: to require compliance with 
this provision shall be a ground for the forfeiture of its franchise. When a 
corporation’s failure to comply with this provision is brought to the attention 
of the Secretary of State, the Secretary of State shall certify that fact to the 
Attorney General for appropriate action to dissolve the corporation. 


SEC. 9. If the articles of incorporation .or- bylaws of a professional cor- 
foration fail to fix a price at which the corporation or its shareholders may pur- 
chase the shares of a deceased or disqualified shareholder, then the price for such 
share or shares shall be the fair market value of such share or shares as of the 
end of the month immediately preceding the death or disqualification of the share- 
holder. In the absence of an agreement or evidence to the contrary, the fair 
market value of such share or shares shall be deemed to be the book value thereof 
and shall be determined by an independent certified public accountant from the 
books and records of the corporation by the regularly established method of 
accounting employed by the corporation. The determination by the certified pubiic 
accountant of book value shall be conclusive on the corporation and its shareholders. 


SEC. 10 9. <A professional corporation shall, within thirty (30) days 
after the thirtieth (30th) day of June in each year, furnish a statement to the 
Secretary of State showing the names and post office addresses of all share- 
holders in such corporation and shall certify that all shareholders are duly 
licensed or otherwise legally authorized to render professional service in this 
state. This report shall. be made on such form as shall be prescribed and 
furnished by the Secretary of State, shall be signed by the president or vice- 
president and the secretary or an assistant secretary of the corporation, and 
acknowledged and sworn to before a notary public by the persons signing the 
report, shall be filed in the office of the Secretary of State and may be accom- 
panied or included with the regular annual report of such corporation required 
by The Indiana General Corporation Act as amended. 


SEC. 11 10. A shareholder of a professional corporation may sell or 
transfer his shares in such corporation only to another individual who is duly 
licensed or otherwise legally authorized to render the same professional 
sérvice as that for which the corporation was organized. 
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SEC. 12 11. The corporate name of a professional corporation shall con- 
tain the last names of one or more of the shareholders, or the last names of 
one or more of the shareholders followed by the word “Chartered”, or the 
last names of one or more of the shareholders followed by the words “Pro- 
fessional Association”, or the abbreviation “Prof. Ass'n.” 


SEC. 13 12. Part II and Sections 70 and 71 of The Indiana General Cor- 
poration Act, Acts 1929, ch, 215, as amended and supplemented, shall. be 
applicable to professional corporations, including their organization. If any 
provision of this act conflicts with Part II or Sections 70 and 71 of The 
Indiana General Corporation Act as amended and supplemented, this act shall 
take precedence. 


SEC: 14 13. If any provision of this act or the application thereof to 
any person or circumstance is invalid, such invalidity shall not affect other 
provisions or applications of this act which can be given effect without the 
invalid provision or application, and to this end the provisions of this act are 
declared to be severable. All laws and parts of laws in conflict with any of 
the provisions of this act are hereby: repealed. 


°a° 


vVeataw 


“To the Commissioner of Internal Revenue—Dear Sir: | am happy to report 
that the collection group is doing a satisfactory job in this area...” 
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Tax Highlights of 1960 


By FRANK W. BAUERSCHMIDT 


The cases discussed here are ones that should be recalled to mind if you have 
passed over them. Mr. Baverschmidt, of New York City, presented 

this paper before a national tax meeting of Alexander Grant & Company, 
Certified Public Accountants, late last year in Chicago. 


N RECENT MONTHS many rulings, court decisions and changes 
in the Code or regulations have highlighted various areas of the 
tax law.. Some of the more notable of these highlights occurred in the 
areas of compensation, business deductions, corporate acquisitions and 
distributions, accounting methods and Internal Revenue procedures. 
The author will attempt to present, generally without comment, what, 
in his opinion, are the important changes in those areas of the tax law. 


COMPENSATION 

Do-It-Yourself Income 

At least two cases have been decided in the past year holding that 
commissions earned by a salesman in a sale to himself constituted 
taxable income to him. These cases lend support to the theory of the 
Third Circuit in Ostheimer v. U. S., 59-1 ustc J 9300, 264 F. 2d 789, in 
which the court held that commissions earned by an insurance agent 
on policies which he purchased constituted taxable income to him. 


In Daehler v. Commissioner, 60-2 ustc J 9565 (CA-5), the court, in 
reversing the Tax Court, held that the commissions earned by a real 
estate salesman for a sale of real estate to himself constituted taxable 
income to him. In Minzer v. Commissioner, 60-2 ustc J 9493, 279 F. 
2d 338 (CA-5), the court reached a similar decision regarding commis- 
sions earned by an insurance agent for purchasing a policy himself: 
Both of these cases were based upon different reasoning but reached 
the same result. In Daehler, the taxpayer was an employee who con- 
tended that he was purchasing the property for himself and not acting 
as a salesman for his employer. This contention was upheld by the 
Tax Court, but reversed by the appellate court on the grounds that the 
salesman was earning.money for his employer who also received a 
commission on the sale. Consequently, the commissions of the em- 
ployee which reduced his. purchase price ‘constituted taxable income 
to him. 
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In Minzer, the court held that com- 
missions to an independent insurance 
agent were income because of their 
very nature as commissions regard- 
less of whether an employer-employee 
relationship existed. 


Constructive Receipt 

The Commissioner has. given sup- 
port to many executive compensation 
agreements in Rev. Rul. 60-31, I. R. B. 
1960-5, 17. Where the additional 
compensation to which an employee is 
entitled is credited to a bookkeeping 
reserve account of the employer and 
is to be paid out in installments only 
if the employment terminates, or if 
the employee. becomes a_ part-time 
employee or becomes incapacitated, 
the additional compensation is taxable 
only when each of the installments is 
received. 

However, in his ruling, the Com- 
missioner indicated that the question 
of whether compensation is construc- 
tively received is factual in nature 
and must be determined from the 
facts peculiar to each case. 


Prepaid Income Taxed 
When Received 


The Commissioner will continue his: 


policy of taxing prepaid income in 
the year of receipt regardless of 
whether the period of proration is 
definite or indefinite, unless a differ- 
ent treatment is specifically provided 
for in the Code or regulations. (T. I. R. 
205, I. R. B. 1960-10, 14.) The ad- 
verse decision of the Second Circuit 
in Bressner Radio, Inc. v. Commis- 
sioner, 59-2 ustc J 9496, 267 F. 2d 520, 
will not be followed by the Com- 
missioner. 


Restricted Stock Option 


Many stock option plans may have 
to be rewritten because of Rev. Rul. 
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59-243, I. R. B. 1959-29, 11. A stock 
option issued under a plan containing 
a provision which requires the Treas- 
ury Department to assume the func- 
tion of making determinations of fair 
market value for the purpose of fixing 
the option price will not qualify asa 
restricted stock option. 


BUSINESS DEDUCTIONS 


Depreciation 


Methods.—A disadvantage of the 
declining balance method of deprecia- 
tion. is that it tends in the early years 
to give a pessimistic picture of earn- 
ings. The Commissioner has ruled, 
however, that a taxpayer may use the 
declining balance method, or any other 
permissible method, even though book 
depreciation is computed by another 
method, so long as the taxpayer main- 
tains permanent auxiliary records 
which reconcile the book depreciation 
with tax depreciation. (Rev. Rul. 
59-389, I. R. B. 1959-50, 11.) 

Useful lives—In Massey Motors v. 
Commissioner, 60-2 ustc { 9554, 364 
U. S. 92, the Supreme Court held that 
for tax depreciation purposes useful 
life is the taxpayer’s holding period, 
as distinguished from the economic 
life of the asset, and salvage value is 
the resale value of the property at the 
end of such useful life, under both the 
1939 and 1954 Codes. In the case of 
Hertz Corporation v. Commissioner, 
60-2 ustc § 9555, 364 U. S. 122, the 
Supreme Court held that useful life 
means the period used in the tax- 
payer’s business and salvage value 
must be accounted for in the declin- 
ing balance method. 

Thus, in the Hertz case the taxpayer 
did not meet the three-year require- 
ment of Section 167(c), because it 
usually sold its cars after two years 
and the declining balance method 
could not be used. In Massey Motors 
the majority opinion notes that the 
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taxpayer received a tax benefit by 
reason of the interplay between the 
capital gain treatment of the gain on 
“over depreciated” property and holds 
that Congress never intended such a 
result. However, many tax men be- 
lieve this is exactly the result in- 
tended by Congress. 

Except for short-lived depreciable 
assets, such as automobiles, the hold- 
ing period formula may produce ad- 
ministrative problems and tax loss to 
the Treasury. Most taxpayers have 
been using economic. life’ without 
evaluating the effect of holding period 
life. Once they start using holding 
period, it will require the Treasury 
Department to evaluate the subjective 
position of each taxpayer on deprecia- 
tion, based on. his individual replace- 
ment policies. For example, a taxpayer 
who can show he fntends to hold a 
desk for only five years would be 
entitled to depreciate it at the rate of 
20 per cent a year instead of 5 per cent 
a year. 


Dissolution Expenses 


Where no gain is recognized on the 
sale of assets by reason of the pro- 
visions of Section 337 of the 1954 
Code, it has been held that a local 
tax relating to such transaction is not 


deductible. (Hawaiian: Trust Com- 
pany, Ltd. v. U. S., 60-1 ustc J 9134, 
178 F. Supp. 637.) 


The court said that since such a 
gain qualifies as exempt income, there 
is no basis for allowing a deduction 
for the expenses related to such in- 
come. The Commissioner disallowed 
the tax, stating that Section 265 of 
the Code “prohibits the deduction of 
expenses allocable to income exempt 
from Federal income tax.” 

The taxpayer’s argument was based 
on the fact that Section 164(a) pro- 
vides that, except as otherwise pro- 
vided in this section, there shall be 
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allowed as a deduction taxes paid or 
accrued within the taxable year. 


Travel and Entertainment— 
New Rules and Attitudes 


The Commissioner. has stated that 
the following type of information is 
required to be furnished by an em- 
ployee to his employer for purposes of 
the accounting procedures required 
by the regulations in the case of travel- 
ing expenses : 


(1) The date and place of travel; 
(2) cost of transportation; (3) num- 
ber of days away from home over- 
night; (4) an itemized. statement 
showing total costs incurred for meals, 
lodging and miscellaneous business 
expenses, such as cab fare, telephone, 
etc.; and (5) in connection with large 
or exceptional expenditures, support- 
ing documents such as receipts. 


This detailed information should be 
furnished to the employer in respect 
of cash expenditures as well as amounts 
charged directly or indirectly to the 
employer through credit cards or 
otherwise. (Rev. Rul. 60-120, I. R. B. 
1960-14, 10.) 


The Commissioner has stated that 
the type of information required to 
be furnished by an employee to his 
employer for purposes of the account- 
ing procedures required by the regu- 
lations in the case of entertainment 
expenses is such as will sufficiently 
identify the persons entertained to 
establish the business nature. of the 
expense; and will show the place, the 
nature and cost of the entertainment, 
and the reasons why it was necessary 
to incur the entertainment expense. 
The regulations (Section. 1.162-17) 
provide, in part, that an employee 
who is required to and does account 
to his employer for his business ex- 
penses ordinarily will not be called 
upon to substantiate expense account 
information except in cases where it 
is determined that the accounting 
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procedures used by the employer for 
the. reporting and substantiation of 
the expenses are not adequate. The 
important element is the control the 
employer maintains to insure that his 
employees are paid for only those ex- 
penses which are ordinary and neces- 
sary business expenses incurred in 
connection with their employment. 


Expenses Not Deductible by 
Employee Waiving Reimbursement 


The Tax Court held in Earl M. 
Coplon, CCH Dec. 23,469(M), 18 
TCM 166 (1959), aff'd, 60-1. ustc 
| 9425, 277 F. 24.45 (CA-6), that the 
taxpayer cannot convert business ex- 
penses of the corporation into his 
own business expense by waiving re- 
imbursement. Reimbursements were 
not sought principally because they 
would be charged against the profits 
of the activities of which he was in 
charge and would negate the good 
will the taxpayer was trying to create 
with the individual managers, who 
were on a profit-sharing basis like 
himself. 


To protect against the above re- 
sult, the agreement between the tax- 
payer and the corporation should have 
provided that as consideration for and 
in recognition of the profit-sharing 
bonus, the gifts, entertainment and 
traveling expenses directly attributable 
to his activities be absorbed by the 
taxpayer. 

Alternatively, the taxpayer could 
have been reimbursed with the under- 
standing that such expenses would 
not be allocated to individual persons 
or departments but would reduce the 
amount otherwise due to the tax- 
payer under his profit-sharing bonus. 


Interest Deduction 


The Tax Court has held in the case 
of L. Lee Stanton, CCH Dec. 24,122, 
34 TC 1, that a taxpayer is entitled 
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to a deduction for interest paid on 
loans negotiated to finance the pur- 
chase, at discount, of short-term obli- 
gations bearing. no interest or an 
interest rate lower than that paid on 
the loans, even though the only gain 
the taxpayer could anticipate from the 
transactions consisted of the income 
tax-savings attributable to the capital 
gains tax on his profits from the sales 
of the short-term obligations, and the 
tax benefit from the interest deduc- 
tion against ordinary income, which 
would otherwise be taxed at higher 
tax rates. 

Becker v. Commissioner, 60-2 Uustc 
{| 9379, 277 F. 2d 146 (CA-2), cites and 
gives support to Goodstein v. Commis- 
sioner, 59-1 ustc J 9474, 267 F. 2d 167 
(CA-1). Both cases involved a series 
of transactions in which Treasury notes 
were purchased and sold on the same 
day. The purchases were made with 
borrowed money. However, the sales 
price of the notes was sufficient to 
cover the “interest” payment. 


The court disallowed the interest 
deduction in both cases, because the 
transactions lacked substance. The 
taxpayer, his agent who purchased 
the notes, and the investment. com- 
pany that loaned the money never 
had possession of the Treasury notes. 
The court in Goodstein stated that 
bookkeeping entries, although evidence 
of the facts which they purport to 
record, are not conclusive, that tax- 
payer failed to sustain the burden of 
showing that the transaction had sub- 
stance and that, in fact, the entire 
transaction was entered into to form 
the basis for a claimed income tax 
deduction. 


Vacation Pay 


In Rev. Rul. 54-608, 1954-2 CB 8, 
the Commissioner held that no accrual 
of vacation pay could take place unless 
there was an ascertainable liability 
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to a specific employee. Administra- 
tive actions and Section 97 of the 
Technical Amendments Act of 1958 
had postponed the applicability of the 
ruling until taxable years ending after 
December 31, 1960, for those employ- 
ers who had previously accrued vaca- 
tion pay under the less restrictive 
rules of I. T. 3956, 1949-1 CB 78. 
Section 97 of the Technical Amend- 
ments Act of 1958 has been amended 
by P. L. 86-496, June 8, 1960, extend- 
ing the strict accrual rules of vacation 
pay until years ended after December 
31, 1962. 


CORPORATE ACQUISITIONS 
AND DISTRIBUTIONS 


Associations Taxable as Corporation 


The Treasury has at long last 


issued proposed regulations (Section 
301.7701-1 through 4) on the tests for 
determining when a partnership, trust 
or other noncorporate organization 
becomes subject to corporate tax. They 


will be applied only to taxable years 
beginning after the date on which 
they are finally promulgated. 


The proposed regulations restate 
that the tax classification of an or- 
ganization is not controlled by local 
law definitions, but that local law 
does determine the existence of the 
legal relationships which control the 
classification. The regulations then 
list six characteristics which distin- 
guish a corporation: “(a) associates, 
(b) an objective to carry on business 
and divide the gains therefrom, (c) 
continuity of life, (d) centralization 
of management, (e) liability for cor- 
porate debts limited to corporate prop- 
erty, and (f) free transferability of 
interests.” 


In these proposed regulations, there 
is no statement as to how these char- 
acteristics are to be weighed, nor are 
the definitions. clear-cut. Until Con- 
gress adopts a broad and consistent 
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policy on business taxation, it is diffi- 
cult to predict what position the Com- 
missioner and the courts may take in 
any given factual situation. How- 
ever, the proposed regulations, al- 
though vague, provide some indication 
of what the Commissioner’s position 
may be. 


Changes Made in 1959 Law 
Relating to Subchapter S 


The regulations, as finally adopted, 
are basically as they were proposed 
early last year, but with a few signifi- 
cant policy changes and a few further 
changes to reflect the 1959 statutory 
amendments. 


One qualification for election as a 
small business corporation is that the 
corporation have no more than ten 
shareholders. The proposed regula- 
tions provided that a husband and 
wife were to be counted as separate 
shareholders even if they owned the 
stock in joint tenancy or as com- 
munity property ; this rule still applies 
for taxable years beginning before 
January 1, 1960. One of the statutory 
amendments provides that a husband 
and wife in such case are to be counted 
as a single shareholder. The regula- 
tions now liberally recognize only one 
shareholder where the husband and 
wife own shares jointly, even if one of 
them also owns shares individually ; 
however, if each owns shares indi- 
vidually, they are separate sharehold- 
ers. In any event, however, even as 
joint owners both must consent to the 
corporate election. (Regulations Sec- 


tion 1.1371-1(d) (2).) 


The provision in the proposed reg- 
ulations that the election could not be 
made by a corporation which was in 
the process of complete or partial 
liquidation or which had adopted a 
plan of liquidation or which contem- 
plated liquidation in the near future 
has been entirely deleted in the final 
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regulations. (Regulations Section 


1.1372-1(a).) 


The statute makes the corporation 
ineligible if more than 20 per cent of 
its gross receipts are “personal hold- 
ing company income.” The final reg- 
ulations make it clear that there is to 
be taken into account the amount 
realized by a corporation on sales in 
the course of its liquidation even 
though gain is not recognized by rea- 
son of Code Section 337. (Regula- 
tions Section 1.1372-4(b) (5) (ii).) 


The shareholder’s personal deduc- 
tion for his pro-rata share of a net 
operating loss of the corporation is 
limited to his basis for his stock plus 
any corporate indebtedness to him. 
The final regulations specify that any 
excess loss disallowed by reason of 
this limitation does not become de- 
ductible in any later year when the 
basis for the stock increases. (Regu- 


lations Section 1.1374-1(b) (4) (i).) 


The statute permits a shareholder 
to treat part of the distributions out 
of current year’s income as capital 
gain, to the extent that it is attrib- 
utable to capital gain realized by the 
corporation. The regulations acknowl- 
edge that a shareholder is entitled to 
this relief even if he has disposed of 
all his stock before the close of the 
corporation’s taxable year. (Regula- 
tions Section 1.1375-1(a).) 


Collapsible Corporations 


The Third Circuit held in Lewis S. 
Jacobson, CCH Dec. 23,683, 32 TC 893, 
rev'd, 60-2 ustc { 9612, that a “view to 
sale” must exist during construction 
for a corporation to be collapsible. 
In Burge v. Commissioner, 58-1 ustc 
9379, 253 F. 2d 765 (CA-4), and 
Glickman v. Commissioner, 58-2 ustc 
9598, 256 F. 2d 108 (CA-2), the re- 
spective courts held that the “view to 
sale” need only exist at the time the 
corporation was “availed of” for the 
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proscribed purposes at any time dur- 
ing its corporate life. In Payne v. 
Commissioner, 59-2 ustc 9553, 268 
F. 2d 617 (CA-5), the court’s opinion 
indicated that Burge and Glickman 
overlooked the Commissioner’s regu- 
lation (Section 39.117(m)-1(b) of the 
1939 Code and Section 1.341-2(a) of 
the 1954 Code) and that a respectable 
argument could be made on its behalf. 


Burge and Glickman may be right in 
pointing out that the “view to sale” 
may accompany either the “forming” 
of or the “availing of” by the corpo- 
ration. But it would appear that the 
“forming” or “availing of,’ by the 
plain wording of the statute, must 
both be for the construction, etc., of 
property and, therefore, the view to 
sale must necessarily exist before com- 
pletion of construction. In any case, 
the instant case gives the Supreme 
Court the opportunity to resolve the 
issue. 


Net Loss Carry-Overs 
in Reorganization 


The 1954 Code introduced a set of 
statutory rules for the continuation of 
tax attributes from one corporation 
to its successor in the case of tax-free 
liquidations and reorganizations. The 
most important area for these carry- 
over rules is that of net operating loss 
carry-overs and carry-backs. The 
Commissioner now has issued regula- 
tions specifying the types of transac- 
tion in which the. carry-over rules 
generally operate, and stating the 
formulas for the loss carry-overs and 
carry-backs. (Section 1.381(a)-1 and 
following.) 

Only a. single corporation may be 
an “acquiring corporation”. for the 
purpose of the carry-over rules. This 
is the single corporation which ulti- 
mately acquires all of the assets of the 
transferor corporation;. or if more 
than one corporation ultimately ac- 
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quires the assets, it is the single cor- 
poration which directly acquired the 


(Section 1.381 (a)-1(b) (2).) 


A. foreign corporation may be a 
transferor or acquiring corporation 
unless tax avoidance is a “principal 
purpose” of the transaction. (Section 
1.381 (a)-1(c).) 


Generally, the date of transfer is the 
time when the transfer of the proper- 
ties is completed. Provision is made 
for the filing of a statement to sub- 
stantiate completion. (Section 1.381 
(b)-1(b).) 


The following examples. illustrate 
the basic limits on net loss carry-overs 
and carry-backs: 


assets. 


(1) If X corporation merges into Y 
corporation at the end of 1954, Y’s loss 
for 1955 may be carried back against 
Y’s income for 1954, but not against 
X’s income for 1954. If in such case, 
X corporation incurs a loss in 1955 in 
the course of winding up its affairs, 
such loss may not be carried back or 
over against Y’s income. 

(2) If X corporation and Y corpo- 
ration consolidate into Z corporation 
at the end of 1954, Z’s loss for 1955 
may not be carried back against either 
X’s or Y’s income for 1954. (Section 
1.381 (c)(1)-1(b).) 

The pretransfer loss 
may be carried over against the ac- 
quiring corporation’s. post-transfer in- 
come. But the statutory limitation 
on this carry-over for the first taxable 
year ending after the merger is illus- 
trated by the following example: 


X corporation has a $35,000 loss for 
1955 and a $30,000 loss up to Decem- 
ber 16, 1956, when it merges into 
Y corporation, Y corporation has a 
$5,000 loss for 1955 and $36,500 in- 
come for 1956. For Y’s 1956 return, 
X’s carry-over loss of $65,000 is limited 
to 15/365 of $36,500, or $1,500; so that 
Y’s total offset against its 1956 income 
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is $6,500. The remaining $63,500 of 
X’s loss is available as a carry-over 


(Section 1.381(c) 


for future years. 


(1)-1(d) (5).) 


Acquisition of Loss Corporation 

The Tax Court in Thomas E. Snyder 
Sons Company, CCH Dec. 24,210, 34 
TC —, No. 39, has now adopted the 
view that it was in error in its prior 
position that Section 129 of the 1939 
Code (now Section 269 of the 1954 
Code) applied only where the person 
acquiring control of a corporation was 
the taxpayer seeking the benefit of a 
loss carry-over and that the section 
did not apply where the taxpayer was 
the corporation whose control was ac- 
quired. The court holds that it was 
in error in British Motor Car Distrib- 
utors, Ltd.. CCH Dec. 23,254, 31 TC 
437, nonacq., 1959-1 CB 6, when. it 
held that Section 129 applied only 
where the person acquiring control of 
a corporation was the taxpayer seek- 
ing the benefit of a loss carry-over, 
and that the section did not apply 
where the taxpayer was the corpora- 
tion whose control was acquired. This 
also would appear to kill the dictum 
of the court in Alprosa Watch Corpora- 
tion, CCH Dec. 16,559, 11 TC 240, 
which stated that Section 129 “would 
seem to prohibit the use of a deduc- 
tion, credit, or allowance only by the 
acquiring person or corporation and 
not their use by the corporation whose 
control was acquired.” 


There is a suggestion in the Senate 
Finance Committee report that if the 
limitation on a net operating loss 
carry-over under Section 382 applies, 
then the statute relating to acquisi- 
tions made to evade or avoid income 
tax (Section 269) does not apply. 
This has been considered by some 
persons to create a loophole in the 
statute, whereas others point out there 
is nothing in the 1954 Code to that 
effect. Under Section 382(a) a cor- 
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poration is not entitled to net operat- 
ing loss carry-overs from prior years, 
if at the end of a taxable year (1) one 
or more of its ten largest shareholders 
owns 50 per cent more of the fair 
market value of its outstanding stock 
than at the beginning of that. year or 
the immediately preceding year, (2) 
the increase was due to a purchase, 
or to a decrease in the amount of stock 
outstanding (other than as the result 
of a redemption to pay death taxes) 
and (3) the corporation has not con- 
tinued substantially the same business 
as that conducted before such change 
in stock ownership. 


The creation of a new corporation 
is an acquisition of a corporation 
within Section 129(a) (now Section 
269) (James Realty Company v. U. S., 
60-2 ustc § 9600 (CA-8)). Although 
legislative history indicates that this 
section was aimed at the abuses of 
one corporation acquiring going con- 
cerns, the words “acquisition of con- 
trol” may include the organization of 
a new corporation. The James Realty 
case puts the Eighth Circuit in ac- 
cord with the Fourth, Fifth and Ninth 
Circuits. The net effect of the hold- 
ing is to disregard the corporate entity, 
as was the precise holding by the Tax 
Court in Aldon Homes, Inc., CCH Dec. 
23,902, 33 TC 582. 


Spin-Off 

A majority of the 
Edmund P. Coady, CCH Dec. 24,024, 
33 TC 771, has held that the regula- 
tions (Section 1.355-1(a)), insofar as 
they limit the applicability of Section 
355 to divisions of only those corpora- 


Tax Court in 


tions which have conducted two or 
more separate and distinct businesses 
for a five-year period, are invalid. 
However, four judges dissented. The 
basis of the majority opinion is that 
there is nothing to be found in the 
legislative history of Section 355 or 
the committee reports to indicate an 
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intention by Congress that the provi- 
sions thereof would not apply to a 
division of a single business. 


The Internal Revenue Service has 
appealed to the Sixth Circuit the de- 
cision of the Coady case, which is cited 
above. 


ACCOUNTING METHODS 


The Commissioner was allowed to 
accept for one year and reject for the 
succeeding year unauthorized charges 
of accounting. methods in the case 
of A. Raymond Jones, CCH Dec. 
24,209(M),; 19 TCM 611. The method 
used in keeping the taxpayer’s records 
and filing his tax returns was held 
controlling in 1950 and 1951 but not in 
1953, and his failure to obtain permis- 
sion to change his accounting method 
was held immaterial in 1951 but con- 
trolling in 1953. The taxpayer was 
held to be on an accrual basis where 
he employed accounts receivable, notes 
receivable, accounts payable, ete., in 
his books. of account. The fact that 
the taxpayer was held to have been 
on a cash basis in prior years in an 
earlier action was not an adjudication 
as to the years involved in the present 
action. If this case is allowed to 
stand, the Commissioner can impose 
and reject unauthorized changes in 
accounting methods. The Tax Court 
suggestion that the taxpayer may 
change a method without consent if 
it had previously distorted income is 
contrary to Regulation Section 1.446-1 
(e), which specifies that consent must 
be secured whether or not the tax- 
payer regards the method from which 
he desires to change to be proper. 


The Commissioner was permitted 
to reallocate real estate tax between 
related taxpayers in a manner con- 
trary to an arm’s-length-dealings test. 
(Tennessee Life Insurance Company v. 
Phinney, 60-2 ustc $9521 (CA-5).) 
It appears unreasonable, if the deduc- 
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tion was clearly allowable to the tax- 
payer, that the Commissioner should 
be allowed to allocate under Sections 
45 or 482 (1939: and 1954 Codes) 
merely because the parties were re- 
lated. But the court holds that Sec- 
tion 45 relationship by itself gives the 
Commissioner the right to allocate the 
unallocable. 


INTERNAL REVENUE PROCEDURES 


The Commissioner has now issued 
for the first time a comprehensive list 
of questions on which it will not issue 
rulings, supplemented by a list on 
which it will ‘not ordinarily issue them. 
In general, the Commissioner will not 
rule on any transaction which lacks 
a bona fide business purpose and has 
tax reduction as a principal motive. 
Nor will it nule on an issue which a 
court has decided adversely to the 
government, where further litigation 
is still under consideration. No pros- 
pective estate tax ruling will be issued 
to a living person. Specifically, some 


30 “no ruling” questions are listed, 
such as whether payments to an em- 
ployee are a gift or compensation for 
services, whether meals and lodging 
are for the convenience of the em- 
ployer and whether compensation is 


“reasonable.” A large portion of the 
questions fall within the area of cor- 
porate distributions, liquidations and 


redemptions. The questions on which 
rulings will not ordinarily be issued 
include useful life and depreciation 
rates, and capital gain of real estate 
“dealers.” (Rev. Proc. 60-6, I. R. B. 
1960-12, 27.) 


Refund Suits 


It has been held that a district court 
has no jurisdiction over a taxpayer’s 
suit based on the delivery to the dis- 
trict director of a check marked “pay- 
ment under protest of deficiencies and 
interest claims” which was, in fact, an 
advance payment made without notice 
of deficiency, assessment of tax, or no- 
tice and demand for payment. (Farns- 
worth and Chambers Company, Inc. v. 
Phinney, 60-2 ustc § 9528, 279 F. 2d 
578 (CA-5).) 


The court pointed out that the 
money tendered by taxpayer was 
merely an “advance payment” and 
was not in satisfaction of any deter- 
mined. tax liability. and, therefore, 
could not be considered within the 
terms of the refund. statute (Code 
Section 7422). No notice of deficiency 
nor assessment of tax had been issued 
by the Commissioner, nor had pay- 
ment been made by taxpayer of any 
amount that could be considered a 
collection of a tax under Code Sec- 
tion 7422. [The End] 


PROJECTS OF SUBCOMMITTEE ON TAXES 


One of the six subcommittees of the Senate Small Business 
Committee is the Subcommittee on Taxes, under the chair- 
manship of Senator Bible of Nevada. The two main projects 
approved by the full committee for study by this subcommittee 
are “Tax Problems of Small Business” and “Tax Depreciation 
Allowances on Capital Equipment.” 

During the past Eighty-fifth and Eighty-sixth Congresses 
the Senate Small Business Committee was able to get many 
of its recommendations for tax law changes affecting small 
business organizations through Congress and enacted into 
law. Most important of its tax recommendations were the 
Small Business Investment Act of 1958 and the Small Business 
Tax Act, now known as “Subchapter S of the 1954 Code.” 
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Accruals of Income and Liabilities 
for Income Tax Purposes 


By LANDRUM J. OUTLAW 


Here is a quick rundown on matching income with outgo. 
It was presented by Mr. Outlaw, of Washington, D. C., at a national 
tax meeting of the accounting firm of Alexander Grant & Company. 


HE REGULAR METHOD OF ACCOUNTING used by the tax- 

payer also should be used in computing income for income tax 
purposes, assuming that such method conforms with generally accepted 
accounting principles and that by its use annual income is clearly 
reflected. 


In the case of “cash basis” taxpayers, the generally accepted 
accounting method of handling transactions generally produces con- 
sistent and acceptable results for income tax purposes. However, the 
use of the accrual method of accounting for tax purposes often must 
be considered as being distinctly separate and apart from what is 
generally termed “acceptable accounting principles” in that the tax- 
payer will find that the accrual of income on transactions, computed 
in accordance with generally accepted accounting methods, may not 
produce results acceptable in terms of compliance with the Internal 
Revenue Code and the regulations thereunder. The term “accrual 
method of accounting,” used herein without qualification, refers to the 
accounting application upon a transaction, for federal income tax purposes. 


In contrast to the variance in the accrual of income for financial 
and tax purposes, the accounting for expenses incurred, under the 
accrual method, generally is accorded similar treatment both for finan- 
cial accounting and for income tax purposes. Expenses are generally 
allocable to periods to which they pertain with respect to the produc- 
tion of income, with deductions correspondingly allowable in the 
same period. 


Accrual of Income 


Under the accrual method of accounting, income is earned and is 
includable in gross income prior to the receipt of the funds when the 
right to receive becomes fixed or established unqualifiedly. (Spring 
City Foundry, Company v. Commissioner, 4 ustc § 1276, 292 U. S. 182.) 
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If funds are actually received and are 
at tHe unrestricted disposal of the 
taxpayer under a claim of right, all 
events have then occurred which call 
for the accrual of income, which is 
then reportable even though not fully 
earned, whether or not the expenses 
allocable to the earning of such in- 
come have been incurred. (Gilken 
Corporation v. Commissioner, 49-2 ustc 
{ 9342, 176 F. 2d 141 (CA-6), and 
Automobile Club of New York, Inc., 
CCH Dec. 23,689, 32 TC. 906.) 


This viewpoint was not upheld -in 
Bressner Radio, Inc. v. Commissioner, 
59-2 ustc § 9496, 267 F. 2d 520 (CA-2), 
which held that income received for 
services to be rendered in a subsequent 
year could be deferred until the year 
in which the service is rendered. How- 
ever, the Commissioner in T. I. R. 
205, I. R. B. 1960-10, 14, has stated 
that he will not follow the decision in 
Bressner. 

The “claim of right” doctrine ap- 
plies for the inclusion of funds in 
gross income in the year of the receipt 
thereof, even though it is determined 
in a later year that the funds are re- 
payable. . (Healey et al. v.. Commis- 
sioner, 53-1 ustc J 9292, 345 U.S. 278.) 


The full amount of contracts to ren- 
der services over periods extending 
beyond the taxable year are accruable 
in gross income in the year of making 
the contracts, even though such amounts 
are not chargeable to the customers 
until subsequent periods. (Streight 
Radio and Television, Inc. v. Commis- 
sioner, 60-2 ustc § 9617 (CA-7).) 

Taxable income is deemed to be 
realized for the full amount of prepaid 
income received for royalties, rents, 
bonuses, service contracts, etc., in the 
year received (Rev. Rul. 60-85, I. R. B. 


1960-10, 14). 


An exception to the general rule 
that prepaid income is taxable when 
received exists under the provisions 
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of Code Section 455, which allows de- 
ferral of prepaid subscription income 
of newspapers, magazines, etc. 


Income does not accrue unless the 
right to receive it is definite. Contro- 
verted income is not accruable on the 
books or for tax purposes prior. to 
the settlement of the controversy. 
(Rev. Rul. 60-237, I. R. B. 1960-28, 
10.) But once the right to a litigated 
amount has been determined, taxable 
income accrues immediately, assum- 
ing the amount would have been 
otherwise taxable when the litigation 
arose. (North. American Oil Consoli- 
dated v. Burnet, 3 ustc J 943, 286 U.S. 
417.) 


These stated instances do not affect 
the general principle that the receipt 
of a deposit or option money on a con- 
tract, within the true meaning of 
those terms under the particular facts, 
so as to constitute executory con- 
tracts or a trust fund, does not consti- 
tute income at that time. (Rev. Rul. 


58-234, 1958-1 CB 279; Woodlawn Park 
Cemetery Company, CCH: Dec. 18,281, 


16 TC 1067, acq., 1951-2 CB 4; The 
Seven-Up Company, CCH Dec. 17,656, 
14 TC 965, acq., 1950-2 CB 4.) This 
is on the assumption that a claim of 
right thereto does not exist, but rather 
is subject to a continuing obligation 
to make refunds or offsets. However, 
in one instance involving an option 
to purchase realty coexistant with a 
lease agreement, the Commissioner 
was defeated in his attempt to treat 
the receipt of the option funds as ad- 
vance rent and, therefore, taxable 
when received. (C. V. L. Corporation, 
CCH Dec. 18,628, 17 TC 812, nonacq., 
1952-1 CB 5.) 


Each situation requires close evalua- 
tion to determine the proper classifica- 
tion. However, a deposit classification 
would not apply to income received in ad- 
vance without restriction, for services 
to be performed in the future, such as 
fees, commissions, membership dues, 


TAXES —The Tax Magazine 





servicing contracts, tuition, coupon 
books, etc., even though subject to 
the contingency of a refund upon the 
happening of future events. (Brown 
v. Helvering, 4 ustc § 1223, 291 U. S. 
193.) _ Likewise, impounded funds re- 
ceived without restriction as to their 
use can constitute income, rather than 
a deposit classification. (Commissioner 
v. Brooklyn Union Gas Company, 3 
ustc 7 1033, 62 F. 2d 505 (CA-2, 
1933).) 


Thus, income may accrue prior to 
receipt of funds, but generally not 
subsequent thereto; and neither may 
funds which have been received un- 
qualifiedly, or after the right thereto 
is determined, generally be treated as 
deferred income for tax purposes. 


Accrual of Expenses 


There is no assurance, under either 
the accrual or cash method of 
counting, of complete correlation. in 
the same taxable year between items 
of income and expenses pertinent 
thereto. By the use of the accrual 
method of accounting, accruals for 
the purpose of deductions covering 
expenses or liabilities are to be re- 
flected in the accounting period to 
which they properly relate, and may 
not be applied to a different and un- 
related accounting period. (Estate of 
Samuel Mnookin v. Commissioner, 50-2 


ustc J 9431, 184 F. 2d 89 (CA-8).) 


Deductions for the expenses of earn- 


ac- 


ing income, even prior to its receipt 
or prior to being earned, are allowable 
when the liability therefor is unquali- 
fiedly determined as fixed and certain 
(U. S. v. Anderson, 1 ustc § 155, 269 
U. S. 422), even though the exact 
amount thereof is indefinite (Lucas v. 
American Code Company, 2 ustc § 483, 
280 U. S. 445). <A dispute or contest 
of a liability would preclude an accrual 
or tax deduction therefor prior to its 
settlement. (Security Flour Mills v. 


Accruals of Income and Liabilities 


Commissioner, 44-1 ustc § 9219, 321 
U. S. 281.) However, a payment 


thereof during pendency of the dis- 
pute would justify accrual and deduc- 
tion. (Guantanamo & Western Railroad 
Company, CCH Dec. 23,420, 31 TC 
842, acq., I. R. B. 1959-36, 7.) 


Upon the redemption of coupons and 
trading stamps by trade customers, 
a deduction for the refunds is allow- 
able in the taxable year when made; 
but, at the time of sale of the goods, 
the payor may elect to substract a 
reasonable amount from gross sales, 
denominated as a reserve, to cover the 
expected percentage of redemptions, 
as constituting a fixed liability. (Reg- 
ulation Section 1.451-4; Houghton & 
Dutton Company, CCH Dec. 7571, 26 
BTA 52.) Upon the return of con- 
tainers by trade customers, for which 
the shipper originally had made a 
charge, refunds made therefor are 
allowable in the taxable year when 
made. (Plymouth Brewing and Malt- 
ing Company, CCH Dec. 5090, 16 BTA 
123.) 


The application of the “liberal rule” 
adopted in G. C. M. 25261, 1947-2 CB 
44 and I. T. 3956, 1949-1 CB 78, for 
estimating vacation pay expense is 
continued, through the year 1952. 
(Application of the “strict rule” stated 
in subsequent Rev. Rul. 54-608 was 
deferred by later rulings.) Under the 
“liberal rule,” an accrual is permitted 
of a reasonable estimate of vacation 
pay at the end of the taxable year pre- 
ceding the taxable year in which it is 
payable, even though liability there- 
for is evidenced by (1) the plan or 
policy for employee vacations, before 
the start of the vacation year, being 
communicated to each employee as to 
whom vacation pay accrual is claimed, 
(2) each employee as to whom accrual 
is claimed during the accrual year 
performing the qualifying services 
necessary under the plan or policy 
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and (3) the employer consistently fol- 
lowing this accrual practice. (P. L. 
86-496, June 8, 1960.) 


Upon the settlement, by the pur- 
chase by an employer from an em- 
ployee of an unexpired compensation 
contract, or by a lessor from the lessee 
of an unexpired lease, each instance 
calling for the aggregate amount of 
the settlement price to be paid in in- 
stallments over a period of years, an 
accrual and deduction is allowable in 
each taxable year. only to the extent 
of the installment portion of the ag- 
gregate liability incurred. (Boulevard 
Frocks, Inc., CCH Dec. 12,930-A, 1 
TCM 358; Hirsch Improvement Com- 
pany v. Commissioner, 44-1 ustc J-9334, 
143 F. 2d 912 (CA-2), cert. den., 323 
U.S. 7500.) 


Contingent Liabilities 


As stated previously, a deduction 
from gross income for an expense, 
under Section 162(a) of the 1954 In- 
ternal Revenue Code and Section 
1.162-1(a) of the Income Tax Regula- 
tions, is allowable in the taxable year 
in which incurred, under the accrual 
method of accounting, that is, when 
fixed and certain, and recorded on the 
books. This is measured by the oc- 
currence of all the events necessary 
to fix liability. Contested expense, 
like contested income, is not properly 
accruable on the books or in the in- 
come tax return prior to settlement. of 
the controversy. (Rev. Rul. 60-237.) 


Aside from the statutory provisions 
covering permissible reserves for de- 
preciation and bad debts, where an- 
ticipation. is made of a liability for an 
expense by making provision therefor 
in a reserve account with a charge 
to current year’s expenses which is 
unsettled and indefinite during the 
regular accounting period, no matter 
how likely it is expected to occur 
thereafter, such an entry is making 
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provision for a contingent liability 
and, as such, may not be recognized 
as constituting an allowable deduction 
from gross income. (Wayne Title & 
Trust Company, 52-1 ustc J 9264, 195 
F. 2d 401 (CA-3).) 


The following anticipated expenses 
have been disallowed. as deductions: 


(1) Anticipated legal expenses. 
(Gude Brothers, Kiefer Company, CCH 
Dec. 915, 2 BTA 1029.) 


(2) Reserves for the cost of collect- 
ing overdue debts. (Buck Mercantile 
Company, CCH Dec. 2186, 6 BTA 
285.) 


(3) Reserve for undetermined price 
discounts or price rebates. (Brown v. 
Helvering, cited above.) 


(4) Reserves for future maintenance 
expenses. (Consolidated Asphalt Com- 
pany, CCH Dec. 44, 1 BTA 79.) 


(5) Reserves for future servicing 
expenses on products sold even when 
advance fees have been received. 
(National Bread Wrapping Machine 
Company, CCH Dec. 23,027, 30 TC 
550; Pioneer Automobile Service Com- 
pany, CCH Dec. 9697, 36 BTA 213.) 


(6) Claims against the taxpayer for 
defective merchandise sold where 
there was no admitted liability there- 
for. (Sunset Color Works, CCH Dec. 
6472, 21 BTA 304.) 


(7) Estimates of returns and allow- 
ances for goods sold, based upon the 
taxpayer's past experience. (Morrison- 
Ricker Manufacturing Company, CCH 
Dec. 898, 2 BTA 1008.) 


An expense accrual through a re- 
serve account for anticipated payments 
of personal injury claims, such as by 
a common carrier, where any liability 
therefor is contingent, rather than 
actual, is not an allowable deduction, 
even though the amount thereof is 
consistent with actual experience over 
many years. (Rev. Rul. 57-485, 1957-2 
CB 117.) An expense reserve created 
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to cover anticipated promotional ex- 
penses over a three-year period for 
advertising the marketing of a new 
product at the retail level represents 
a contingent, rather than a fixed, 
liability which is not a proper ac- 
crual or tax deduction. 


Another example involves an ac- 
crual method freight forwarder, 
whose rate charges for services are 
under the jurisdiction of the Inter- 
state Commerce Commission, who 
accrued a deduction for the estimated 
expenses of collecting the current 
year’s charges (sales) for services 
rendered. Even though from the 
freight forwarder’s business experi- 
ence the collection expenses will be 
incurred, the amount is anticipatory 
and, thus, is contingent and indefinite. 
Therefore, prior to actual incurrence, 
it is not a proper profit-and-loss 
charge. 


Miscellaneous Expense— 


Accruals and Reserves 


While deposits when utilized as 
premiums toward the purchase of in- 
surance are deductible expense, a 
liability reserve to cover self-insurance 
is not deductible (Pan-American Hide 
Company, CCH Dec. 486, 1 BTA 
1249), even though the insurance 
coverage could not be obtained from 
a commercial insurer (Thompson 
Scenic Railway, CCH Dec. 772, 2 
BTA 664). Neither is a reserve de- 
ductible to cover uninsured losses. 
(Spring Canyon Coal Company v. 
Commissioner, 2 ustc § 574, 43 F. 2d 
78 (CA-10, 1930), cert. den., 284 U. S. 
654.) 

An accrual method corporation 
pledged gratuitously in the year 1957 
to make payments to a business league 
for scientific research purposes, con- 
tributions to which constitute allow- 


able deductions under Section 174(a) 
of the 1954 Code, at the rate of 


Accruals of Income and Liabilities 


$60,000 per year for five years, com- 
mencing in the year 1957, any unpaid 
contributions to be cumulative. An 
expense accrual of $60,000 was made 
on the books during each of the five 
years, 1957, 1958, 1959, 1960 and 1961, 
with like deductions in the returns for 
those years, whereas the actual pay- 
ments were $30,000 in 1957 and 
$120,000 in 1960. Where an item, 
which otherwise qualified as an ordi- 
nary and necessary business expense, 
has been paid, the establishment of a 
legal obligation therefor is not re- 
quired in order to obtain deductibility ; 
but an item, otherwise qualifying as 
an ordinary and necessary business 
expense, which is unpaid, and for 
which there is no legal obligation, 
even though accrued on the taxpayer’s 
books as an expense, is not an allow- 
able deduction. The deduction allow- 
able. for the instant pledge would be 
not the amount accrued but, instead, 
the amount actually contributed in 
each taxable year. This follows the 
generally accepted rule that a uni- 
lateral promise to make a payment 
without a legal liability or obligation 
to do so is not sufficiently fixed and 
definite to justify accrual in the year 
the taxpayer resolves to make the 
payment, instead of the year of actual 
payment. 


An obligation incurred by an ac- 
crual method corporation, prior to the 
close. of the taxable year, to pay 
bonuses to its employees under a 
formula then in effect, the exact total 
of which is not determinable until 
early in the next year, and each em- 
ployee being notified of his percentage 
thereof, payments of which are to be 
made soon after the close of the tax- 
able year, is accruable and deductible 
in the taxable year incurred (Rev. 
Rul. 55-446, 1955-2 CB 531). 


Where payments in_ installments, 
over a three-year period, to a disabled 
employee to alleviate his financial 
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hardship, rather than as compensa- 
tion, are authorized by an accrual 
basis corporation, an accrual and de- 
duction of the aggregate amount of 
the liability arising under the au- 
thorization is proper in the taxable 
year of the authorization which de- 
termined the fixed.and unconditional 
liability. (Champion Spark Plug Com- 
pany v. Commissioner, 59-1  vustTc 


{ 9438, 266 F. 2d 347 (CA-6).) 


A like application could be made for 


incurred a fixed and unconditional lia- 
bility in authorizing an aggregate 
amount to be paid in installments, 
over a five-year period, to the estate 
of a deceased employee accidentally 
killed while on company business. 
Despite the liberalized application 
made in the two preceding instances, 
the first one reluctantly by the Serv- 
ice, doubt prevails but that the deduc- 
tion for each liability should have 
been apportioned on the basis of actual 


an accrual-basis corporation ‘which 


payments. [The End] 


LIMITING TAXING POWERS OF FEDERAL GOVERNMENT 


Congress is showing an increased concern about the actions 
by state legislatures on a proposed amendment to the United 
States Constitution which would limit the taxing powers of 
the federal government. Since 1939, 31 states have enacted 
resolutions which would set a 25 per cent limit of federal 
tax rates on incomes, estates and gifts during peacetime, or 
in the case of four states, the outright repeal of the Sixteenth 
Amendment to the Constitution. 

These state resolutions have been enacted under Article V 
of the Constitution, which provides that two thirds of the 
states may petition Congress to call a Constitutional Con- 
vention, 


Adoption of the proposed 25 per cent limitation amend- 
ment would reduce federal tax revenues by $12.7 billion annually, 
according to estimates by the staff of the Joint Economic 
Committee of Congress. The bulk of this revenue loss, about 
$10.3 billion, would result from the reduced rates on corpo- 
rations. 


Recently, four states—Wyoming, Texas, Louisiana and 
Nevada—have : enacted resolutions calling for the outright 
repeal of the Sixteenth Amendment and prohibiting any subse- 
quent use of income, estate and gift taxation by the federal 
government, which would result in an annual revenue. loss 
to the federal government of $65.6 billion. 

Thirty-four states, or two thirds of all states, would have 
to adopt resolutions asking for a Constitutional Convention 
before Congress would have to act. Because of later rescinding 
actions, the status of 11 of the 31 enacted resolutions is ques- 
tionable, according to the Joint Economic Committee report. 
Another Constitutional question which must be resolved, if 
and when Congress has to face this convention issue, is whether 
the resolutions which were enacted many years ago are still 
valid and can be legally counted in the computation of the 
two thirds of the states. 
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William H. Hoffman, Jr., attorney and CPA of Austin, Texas, 
discusses an area relatively untouched in 
current tax literature: carrying out the tax plan. 


HE TAX PLAN can be defined as a prearranged course 

of conduct that enables the taxpayer to accomplish a 
business objective with a minimum of tax consequences. It is 
the most efficacious medium through which tax avoidance, the 
legitimate goal of all well-oriented taxpayers, can be maxi- 
mized. Moreover, the process of meaningful tax avoidance 
cannot stop with merely setting up the more advantageous 
scheme to follow. As in any form of worthwhile business 
planning, finding the right strategy is only part of what is 
needed to win the tax battles of tomorrow. Equally important 
are the follow-up procedures. which insure that the chosen 
objective will be secured. Thus, the tax plan selected, to con- 
tinue yielding the most tax benefits, must be successfully 
effectuated. 


During an earlier period, the universal problem of the 
business world seemed to be the failure to appreciate the value 
of advanced tax planning. The desire to alleviate income tax 
liabilities was ever present, but all too frequently any overt 
action directed towards the satisfaction of this end came about 
too late (that is, after the financial transaction involved had 
been consummated and/or the applicable tax year had closed). 
Today, with most progressive commercial units this deficiency 
is not as notably apparent. High rates and their sharp pro- 
gression have led a few taxpayers (perhaps more than most 
tax practitioners or specialists would care to admit) to over- 
emphasize the tax motive, often to the severe prejudice of good 
business common sense.’ Though the usual case may still 
find some need to improve the quality of the tax plan or to 
augment its importance, the truly significant challenge lies 
elsewhere. It is the contention of the discussion that follows 








*Dean S,. Butler and William C. Miller, “Improving Tax Planning by Cal- 
culating Tax Risks,” Proceedings of the Tax Institute of the University of Southern 
California School of Law (Albany, New York, Matthew Bender & Company, 
1958), p. 64. 
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that ineffective follow-up techniques, 
not the plan itself, are the real deter- 
rent to getting the most out of modern 


tax planning. 


Limiting the Problem 


To clarify the issues and to expand 
further upon the concept of the tax 
plan, financial activities that give rise 
to tax consequences can be grouped 
into three categories: 

The first includes those transactions 
that were not the product of any tax 
planning. This develops where the 
amounts involved -were immaterial, 
where no alternatives were available 
to make planning useful or where the 
taxpayer inadvertently overlooked the 
benefit of planning. 


The second category consists of 
those situations that were not the re- 
sult of a specific plan but which 
reflected the taxpayer’s predetermined 
tax policy. This grouping will com- 
prise most routine and recurring 
transactions that, because they carry 
standard tax effects, require no un- 
usual attention (for example, a quali- 
fied pension plan available to most 
employees). 

The third classification encompasses 
those events that come about pursu- 
ant to an individually tailored tax 
plan (for example, a deferred pay con- 
tract with a key executive). 


Since the problem of carrying out 
the tax plan can only materialize when 
a plan exists, the first category is 
immediately eliminated from further 
consideration. The two groups re- 
maining are equally important although 
the second category affords greater 
opportunity for effective control pro- 
cedures. 

The effective control. of the tax 
plan develops as a problem that varies 
in direct proportion to the size of the 
taxpaying unit. Thus, the larger the 
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business, the greater the danger that 
the proper administration of the plan 
may be lost in the shuffle of the divi- 
sion and specialization of duties and 
the delegation of managerial author- 
ity. Since the issue of bigness gen- 
erally describes the corporation, much 
of the discussion that follows is re- 
lated to this form of business organ- 
ization. Albeit the emphasis, the 
reader must not conclude that the 
formulation and use of careful follow- 
through procedures to maximize the 
impact of the tax plan is limited to 
only the corporate taxpayer. 


Obstacles to Be Overcome 


Successfully carrying out the tax 
plan is a formidable undertaking. The 
difficulty that will be encountered can 
be attributed to the peculiar nature of 
the tax plan, mishandling by the tax- 
paying unit and external matters in- 
nate to the field of taxation. These 
causal factors create obstacles—many 
of which do not confront usual busi- 
ness planning—that the control func- 
tion of the business unit will have to 
surmount in order to properly admin- 
ister tax policies and procedures. 
Understanding such obstacles could 
be the predicate to determining what, 
if any, remedial measures are necessary. 


The tax plan can be distinguished 
from the conventional business plan 
by its marked lack of formality. If 
and when it is written, the recording 
is commonly incidental to the fulfill- 
ment of some nontax objective (for 
example, labor agreements and insur- 
ance contracts). Traces of the plan— 
particularly if developed to support 
the company’s motivations to the sat- 
isfaction of the Internal Revenue 
Service—may be found in the minutes 
of board of directors’ meetings, inter- 
office memoranda, external correspond- 
ence, etc., but such evidences are hard 
to piece together and are frequently 
self-serving in nature. The tax plan 
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is seldom transcribed for the express 
purpose of offering guides to future 
company action. 


Within most corporate organizational 
structures are certain conditions which 
further impede the improvement of 
follow-through procedures. Very likely 
the job of formulating the tax plan 
and the obligation of carrying it out 
are reposed in different departments. 
Even worse, the latter responsibility 
may not be affixed at all. Whatever 
the arrangement, it cannot be efficient 
unless full communication between 
the parties concerned persists. Such 
contact entails the dissemination. of 
the contents of the tax plan or tax 
policy involved and the business pur- 
pose that supported the transaction. 


The inadequacy of internal com- 
munication may not be readily appar- 
ent. Both groups (that is, those 
setting up the tax plan and those who 
carry it out) are or will be possessed 
of vital information that must be ex- 
changed to be useful. Thus, those 
parties assigned to carry out the plan 
will have personal contact with the 
transaction itself, thereby being in a 
position to know or determine whether 
the business purpose as originally 
conceived is being accomplished. But 
what good is this potential if they 
have never been told the business 
reason for the transaction? Conse- 
quently, the mere communication of 
the contents of the tax plan or tax 
policy, though definitely a step in the 
right direction, may fall notably short 
of what is required to get the best 
job done. 


The very nature of the modern tax 
system presents another obstacle to 
accomplishing the tax plan. Probably 
no other area of learning is more vola- 
tile and unstable than tax jurispru- 


*? Sydney A. Gutkin and David Beck, Tar 
Avoidance vs. Tax Evasion (New York, The 
Ronald Press Company, 1958), p. 10: 
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dence. Statutory loopholes, frequently 
the foundation of many worthy tax 
plans, may have drastically curtailed 
periods of obsolescence.* The legis- 
lative, judicial and administrative 
action that changes tax law may not 
only affect future company tax policy 
but could well alter the fruition of tax 
plans already in existence. Again the 
need for internal communication as- 
sumes crucial significance, for the ap- 
plicable modifications in the law will 
have to be distributed to those parties 
charged with the follow-through re- 
sponsibility. 


Results 
of Inadequate Effectuation 


What are some of the consequences 
of not properly supervising the ac- 
complishment of the tax plan? At 
least seven can be brought to mind 
and are herewith submitted: 


(1) Complete or partial loss of the 
corporate tax deduction. 


(2) Impairment of the company’s 
future tax status (for example, loss of 
qualification in employee pension plan). 


(3) Tax prejudice to external and 
related parties involved in the trans- 
action (for example, employees, sup- 
pliers, stockholders). 


(4) Weakening of tax position of 
the. principals concerned (for exam- 
ple, questionable records compiled to 
contest the determinations of future 
tax audits). 


(5) Loss of control over certain 
types of expenditures (for example, 
travel and entertainment allowances). 


(6) Subjection of the real justifica- 
tion for the transaction (namely, busi- 
ness purpose). 





(7) Removal of deterrents to fraud 
by related parties (for example, em- 
ployee expense accounts). 


Result (4) is fundamental to the ulti- 
mate success of the tax planning 
process and needs further comment. 
One of the prime advantages to be 
secured from advanced consideration 
of proposed financial transactions is 
the opportunity afforded the planner 
to protect his future tax position. 
Hence, the taxpayer has the oppor- 
tune capacity to leave a well-littered 
trail of records, documents and actions 
which may prove to be of critical 
value in weathering the scrutiny of 
coming tax audits. 


Without such support, the taxpayer 
not only sacrifices his own tax health 
but he may impair the economic well- 
being of those related parties (for ex- 
ample, employees, stockholders, sup- 
pliers, customers) who will look to him 
for help in winning their own tax 
battles. The inadequacy of the principal 
corporate taxpayer. can cause a chain 
reaction that can have repercussions 
far beyond the immediate scene of 
operations. 


The value of carrying out the busi- 
ness purpose of the taxable transac- 
tion (Result (6) ) cannot be overstressed. 
Well-motivated taxpayers do not and 
cannot afford to operate on the as- 
sumption that business is conducted 
solely to avoid taxes.* - Once the busi- 
ness destination has been determined, 
legitimate tax planning merely charts 





* Of course, the very absence of a sound 
business purpose could spell the defeat of 
the plan for tax purposes. See Harrop A. 
Freeman and Lewis H. Kirshner, “An 
Ounce of Prevention—A Study in Corpor- 
ate Tax Avoidance,” 46. Columbia Law Re- 
view 958 (November, 1946), and Robert S. 
Holzman, Sound Business Purpose (New 
York, The Ronald Press Company, 1958), 
pp. 159-166. 

*One authority has estimated that self- 
financing of the stock option by sale of the 
shares acquired forces the executive to sell 
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the course of least tax resistance. If 
the objective is never reached, then 
whatever tax saving is accomplished 
must be for nought. 


Examples 
of Inadequate Follow-Through 


To lend some practical significance 
to the adverse results previously set 
forth, a number of individual examples 
have been compiled. The illustrations 
have been drawn largely from the 
area of employee compensation, since 
this should be a field that is familiar 
to most. 


Example A—Result (6). A restricted 
stock option plan (under Section 421 
of the Code) is usually. offered to 
certain key employees as an incentive 
device. The primary business pur- 
pose of such a plan could be defeated 
if the employee-participants were 
forced to dispose of large portions of 
the acquired stock in order to satisfy 
the financing requirements for past or 
future purchases.* It would be to the 
marked advantage of the corporation 
to be in a position to detect unusual 
selling activity on the part of the op- 
tionees ata point when timely 
measures could still be established to 
remedy the situation.® 


Example B—Result (1). A restricted 
stock option can assume the tax im- 
pact of a nonrestricted arrangement if 
the optionee-employee fails to comply 
with the holding requirements of the 


84.1 per. cent of the shares purchased to 
cover a 25 per cent increase in the market 
price of the stock over the option price 
(and to absorb any capital gains tax) or as 
much as 57.1 per cent of the shares when 
the market price has doubled. See V. Henry 
Rothschild, “Financing Stock Purchases by 
Executives,” 35 Harvard Business Review 
137 (March-April, 1957). 

* The corporation can aid in financing the 
option, suggest more appropriate measures 
than the sale of the stock, or curtail the 
number of shares that can be acquired. 
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Code.* In such event, the optionor- 
employer secures a tax deduction for 
the amount of income that the op- 
tionee must recognize (the spread be- 
tween the option price and the current 
market price of the stock)." However, 
since the corporation is not antici- 
pating such a deduction, it may easily 
be passed.* A_ detailed and well- 
directed follow-up procedure would 
reveal the optionee’s noncompliance 
and minimize the possibility that the 
deduction would be overlooked. 


Example C—Results (1), (2) and 
(3). In the case of a qualified pension 
or profit-sharing agreement (under 
Sections 401-404 of the Code) favor- 
able tax consequences depend upon 
the provisions of the plan not discrim- 
inating in favor of officers, stockhold- 
ers, supervisors or highly compensated 
employees.® Though the basic agree- 
ment may initially seem sound in this 
regard, its practical operation over the 
course of time could reduce the par- 
ticipation among employees to only 
If the 


top management personnel. 
plan is modified or discontinued before 


such discrimination becomes aggra- 
vated and before the inevitable tax 
audit, the employer’s tax deduction 
for its contributions may not be jeop- 
ardized.*° - Additionally, a 
qualified status that would cause tax 
prejudice to the existing employee- 
participants might be avoided." 


loss of 


Example D—Results (1), (5), (6) 
and (7). Employee expense accounts 


have a business purpose of absorbing 
or defraying the cost of travel and 
entertainment disbursements made by 
the employee on behalf of the em- 
ployer. Loose control procedures and 
accountability requirements may de- 
feat this legitimate business justifica- 
tion by enabling the employee to 
utilize these allowances to cover per- 
sonal living expenses: One could 
logically argue that the inadequate 
follow-through by the corporation 
may even serve as an active induce- 
ment to fraud, particularly if the 
misappropriated amounts are never 
recognized as income by the employee. 
In the usual situation the main. harm 
to the corporation will be the incur- 
rence of unnecessary expenses, but in 
the case of the closely held unit the 
ultimate result could be a complete 
negation of the tax deduction.” 


Example E—Results (1) and (3). 
The accumulation of funds to meet 
maturing of obligations under non- 
qualified pension -or profit-sharing 
plans must not be “funded” (that is, 
pass from the control of the em- 
ployer) nor “vested” (that is, the 
employee acquires a nonforfeitable 
right) for the tax positions of the 
employer-contributor and the employee- 
participant to be protected. An early 
vesting may result. in the employee 
suffering a tax liability long before 
the distribution of any benefits, while 
a premature funding may preclude the 
employer from ever receiving a tax 








* The employee cannot dispose of the stock 
within two years from the date the option 
was granted to him and within six months 
from the date the stock. was actually ac- 
quired by him. See Reg. Sec. 1.421-5(a). 

* 1954 Code Sec. 421(f). 

* The corporation would not secure a de- 
duction under Sec. 162 (relating to trade or 
business deductions) if the holding period 
had been fulfilled and the transaction had 
remained restricted. See 1954 Code Sec. 421 
(a) (2). 

® Rev. Rul. 57-587, I. R. B. 1957-50, 8. 
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” Raymond. E. Graichen, “Qualification 
of Pension, Profit-Sharing and Bonus Plans,” 
106 Journal of Accountancy 44 (August, 1958). 

“This has constituted one of: the main 
complaints against Secs. 401-404 of the Code. 
See A. I. C. P. A., Recommendations for 
Amendments to the Internal Revenue Code 
(New York, A. I. C. P. A. 1958), p. 31, 
Recommendation 142. 

* M. L. Cottingham, CCH Dec. 21,885(M), 
15 TCM 987 (1956); Marvin T. Blackwell, 
CCH Dec. 21,881(M), 15 TCM 962 (1956): 
and Alex and Doris Silverman, CCH Dec. 
22,543, 28 TC 1061 (1957). 
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deduction for the contribution.** If 
such amounts are in no way dedicated 
by any of the foregoing procedures 
and are kept available to meet the 
general contingencies of the employer, 
then the employee will recognize in- 
come only upon its actual receipt and 
the employer will safeguard a tax de- 
duction for the amount paid. 


Example F—Results (3) and (4). A 
“gift” to an employee requires metic- 
ulous care in the carrying out of the 
grant; otherwise the Internal Revenue 
Service will enforce the usual pre- 
sumption that the passing of consid- 
eration from employer to employee 
constitutes compensation for services 
rendered.** The burden. of proof is 
upon taxpayers to overcome this pre- 
sumption by the careful accumulation 
and preservation of all relevant docu- 
mentary evidence. Compliance with 
as many of the following recommen- 
dations as possible is important: The 
employer should not take a deduction 
for compensation in the amount of the 
gratuity;*® the corporate-employer 
should have the gift approved by vote 
of its stockholders;** the employer 
should be under no legal obligation to 
make the payment; and the grant 
should be referred to as a “gift” when- 
ever designated in company records, 
directors’ meetings, etc.*’ Where so 
much depends upon constructing an 
articulate and unimpeachable founda- 
tion of donative intent, the basic tax 
plan and its cautious accomplishment 
would seem imperative to ultimate 
success. 





* 1954 Code Secs. 402(b), 403(b), 404(a) 
(5);- Reg. Secs. 1.402(b)\(1) and 1.403(b) 
(1). 

“Wallace v. Commissioner, 55-1 wustc 
7 9260, 219 F. 2d°855 (CA-5) and Fisher v. 
Commissioner, 1932. CCH ] 9306, 59 F. 2d 
192 (CA-2). 

* Neville v. Brodrick, 56-2 ustc J 9818, 235 
F. 2d 263 (CA-10). 

* Gratuities of corporate assets generally 
require stockholder approval. The Service 
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The foregoing situations are only 
exemplary of the innumerable and 
diverse ways in which even the best- 
laid plans can prove fruitless because 
of inadequate follow-up procedures. 


Remedial Measures 


Progressing forward and continu- 
ing on the basic assumption that tax 
plans or tax policies are sound.at their 
inception, what constructive com- 
ments can be directed towards guar- 
anteeing the attainment of the sought- 
after objectives?. Stated differently, 
are any principles available that would 
serve as guides for setting up the 
operating procedures needed to carry 
out tax. planning? Quite naturally, 
the answer must be in the affirmative. 


The irony of most failures is not in 
the existence of a remedy but in its 
utter simplicity. The two managerial 
concepts of responsibility and com- 
munication proffer the main measure 
of success to the achievement of plan 
goals. The initial step must. be in 
eliminating any doubt as to which 
parties are to be held accountable. 
This involves establishing fixed re- 
sponsibility for the audit and follow- 
up of company general tax policy and 
the formulation of some intergroup 
machinery for the doling out of. spe- 
cific tasks under individual tax plans. 
Hence, no transactions involving pre- 
determined tax considerations, whether 
routine or nonrecurring, should come 
to pass without the necessary duties 
being assigned—either by custom or 
by special action. 


will not be inclined to accept a gift inter- 
pretation that would assume the grant was 
illegal.. See Joyce Stanley and. Richard 
Kilcullen, The Federal Income Tax (New 
York, The Tax Club Press, 3d Ed., 1955), 
pp. 32-33. 

* Brady O. Bryson and Thomas V. Lefevre, 
Tax Aspects of Executives’ Compensation 
(New York, Practising Law Institute, 1955), 
pp. 15-16. 
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Equally significant is the necessity 
for full communication between the 
parties creating the tax plan and those 
chosen to carry it out. In the case of 
routine and recurring matters, stand- 
ard tax policy should be crystallized 
and disseminated to all company per- 
sonnel who have been assigned ef- 
fectuation duties. The information 
circulated must be complete and 
should include the tax motives in- 
volved, the general business reasons 
underlying the type of transaction, 
and a complete itemization of the 
symptoms or conditions that could 
foretell a defeat of business or tax 
purposes. At periodic intervals or 
when changed circumstances might 
warrant, this compiled company policy 
and procedural guide will have to be 
reviewed and revised to avoid stereo- 
typed misapplications. As to the non- 
routine transactions, the procedure 
could be much the same, except that 
the instructions passed on could be 
more detailed and immediate in sub- 
stance. 


As an illustration of how remedial 
measures might be practically applied, 
Examples A and B of the previous 
section can be combined and con- 
structively reassessed. First, the firm 
responsibility of following-through on 
the tax policy of the company’s re- 
stricted stock option agreement would 
have to be assigned to the most ap- 
propriate, suitable and convenient 
parties (see the discussion of the next 
section). Second, the essential in- 
formation on the components of the 
policy would have to be written and 
conveyed to the company personnel 
chosen in the first step. Thus, the 
originators of the policy would have 
to notify those overseeing its adminis- 
tration of the following facts and 
requirements: 


(1) The business purpose of the 
plan is to afford executives a greater 
incentive to productive efforts. 
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(2) The. tax motive is to provide 
executives with a certain degree of 
tax shelter for their incentive compen- 
sation (with a recognized tax sacrifice 
to the employer). 


(3) Unusual selling activity by ex- 
ecutives will defeat the business pur- 
pose of the plan. 


(4) A premature disposition of op- 
tioned stock by executives will alter 
the immediate tax motives of the 
employer. 


The tax advisors to the corporation 
will be charged with the obligations 
of periodically reassessing the policies 
manifested by items (1) and (2). 
Furthermore, top-level. policy may 
have to be reappraised upon the ma- 
terializing of those contingencies rep- 
resented by items (3) and (4). Be- 
cause these latter items depend upon 
information that may be difficult for 
higher levels of management to dis- 
cern promptly, valuable time may be 
lost unless a workable discovery and 
communication procedure is devised 
and established that will provide the 
tax advisors with early notice that a 
premature disposition of optioned 
stock has occurred. 


Defining Limits 
of Responsibility 

The exact division of duties among 
corporate departments and personnel 
for the responsibility of carrying out 
the tax plan or tax policy cannot be 
prescribed without an examination of 
the particular unit’s circumstances. 
Some of the determining factors might 
be: 


(1) The organizational structure of 
the company. 

(2) The autonomy and capability 
of the internal tax department. 


(3) The reliance upon external pro- 
fessional services for the performance 
of tax planning duties. 
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(4) The sophistication and avail- 
ability of the controllership and _in- 
ternal audit departments. 


(5) The nature of the tax plan or 
tax policy. 


An investigation of the first point 
would reveal the organizational ar- 
rangement of the staff functions of a 
corporation. Such information would 
be of value in determining what struc- 
tural and working association existed 
between the originators of tax policy 
and the accounting and control func- 
tions. Close contact might provide 
the environment for good internal 
communication and the chance of 
beneficial cooperation. Under such 
conditions, routine tax administration 
duties need not be the concern of the 
formulators of tax policy but may be 
effectively assigned to the internal 
audit and/or controller staffs. 


The second and third points are 
necessarily related and should be 
treated together. The size and nature 
of the internal tax department must 
impose a physical limitation upon the 
extent of what it can accomplish. 
Obviously a tax department made up 
of a small but selective staff with ex- 
tensive advisory functions can hardly 
be expected to spend much time with 
the details and problems of tax ad- 
ministration. This same result would 
follow where: the corporation relies 
principally upon the services of out- 
side practitioners and maintains no 
significant internal tax facilities of its 
own. Conversely, where the unit pos- 
sesses a strong and independent tax 
department with abundant personnel, 
much of the burdens of following- 
through on tax policy may not have 
to be assigned elsewhere. 


The fourth point should speak for 
itself. Doubtlessly little aid can be 
forthcoming from a controller or in- 
ternal audit division that is not fully 
developed or even nonexistent. In 
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such a case, should the tax depart- 
ment be unable to effectuate its own 
tax policy or plans, the assignment 
will have to be passed on to some 
other phase of the accounting activity. 


The fifth point turns upon an 
evaluation of the specific tax policy 
or plan that is to be carried out. If 
time is of the essence, serious thought 
must be given to utilizing the services 
of the controller or internal audit de- 
partments since they may have ready 
access to important grass-roots infor- 
mation. Thus, in Examples A and B 
involving stock options, a premature 
disposition of the stock by employees 
that does not comply with the statu- 
tory holding period would be immedi- 
ately revealed in the stock transfer 
books of the corporation. The con- 
troller or internal audit division could 
expeditiously detect this development 
in time to insure a corporate tax de- 
duction and before remedial measures 
become improvident. 


Where time is less significant and 
internal developments will tend to 
have only long-range effects upon tax 
policy, a periodic revaluation of the 
situation by the tax advisor may be 
all that is needed for a successful 
follow-through. Therefore in Exam- 
ple C, involving the qualified pension 
or profit-sharing plan that was sound 
when established but which evolved 
towards a discrimination in coverage, 
the tax department (or tax practi- 
tioner) could discover this trend in 
plenty. of time to prevent tax preju- 
dice to the corporate-employer. or 
employee-participants. 


If the tax plan or policy is one that 
requires systematic and routine con- 
trol for its effective administration 
(as in Examples A, B, and D), the 
likelihood exists that assistance will 
be needed. from the nontax depart- 
ments of the corporation. For the 
nonroutine matters where constant 
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surveillance is not as essential (Ex- good. The full fruits of legitimate tax — 
amples C and E), the follow-up re- avoidance are realized only when 
sponsibility may not have to be someone in the business hierarchy as- 
delegated. sumes the specific burden of insuring 
that all goes as planned. The same 
party or parties need not always be 
chosen, but no doubt can be tolerated 
Tax plans or policies, no matter as to where fault must come to rest if 
how well-conceived they may be, are the assigned duty is not fulfilled. In 
not self-executing. If not properly some cases it may prove more expedi- 
administered or if not promptly modi- ent for nontax departments or func- 
fied to meet changing external condi- tions to handle or assist in the matter 
tions, even the best-laid plans can —<in all cases, the job must be done. 
cause the taxpayer more harm than [The End] 


Conclusion 


GROWTH AND TAXES 


Reform of the federal tax structure to increase the nation’s 
rate of growth is proposed by a recent statement from the 
Committee for Economic Development. “High employment 
is a prerequisite to growth, but it will not take us as far as we 
should or can go,” said the CED. To increase the growth rate 
from 3 per cent to 3.3 per cent per year would make a differ- 
ence of $25 billion in our gross national product in 1970. 


The following tax changes are proposed by the report: 


1. The upper bracket individual income tax rates should be 
reduced substantially. 


2. A tax credit should be substituted for the exemption of 
interest on future issues of state and local government securities. 


3. Business should be granted greater flexibility in the deter- 
mination of its depreciation allowances for tax purposes. 


4. To prevent abuse of the present or more liberal depre- 
ciation allowances, profits on the sale of depreciated assets should 
be taxed as ordinary income.to the extent of the amount of depre- 
ciation previously deducted. 

5. The method of moderating the excessive tax burden on 
dividends should be revised to provide the same proportionate 
relief for taxpayers at all income levels. 

6. Tax compliance by recipients of interest and dividends 
should be improved—if necessary through withholding of tax on 
these incomes at the source. 


7. Business expense accounts should be audited carefully to 
prevent taxpayers from disguising their personal expenditures as 
business expenses. 


8. More funds should be appropriated for tax enforcement 
and administration. 
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WASHINGTON TAX TALK 


President Kennedy's recommendations for changes in the tax laws 
due in April . . . ‘‘Medicare”’ bills introduced in both Houses. 


HE PRESIDENT’S RECOMMENDATIONS for changes in the 

federal tax laws will be sent to Congress by April. White House 
and Treasury staffs are now drafting proposed legislation to serve as a 
guide for Congressional action. The stafts are also watching the 
national unemployment figures to determine, by April, whether or not 
the President should recommend to Congress that individual income 
tax rates be temporarily reduced to feed more money into the economy. 


The President’s recommendations are expected to be in two 
main categories: (1) those which he feels should be enacted this year 
and (2) changes which should be given Congressional study and 
included in a “tax reform” revision of the Internal Revenue Code in 
1962 or 1963. 


Included in the message will be a general recommendation that 
Congress continue its studies toward broadening the federal tax base 
and equalizing the tax burden on all taxpayers by a revision of the 
Internal Revenue. Code in 1962 or 1963. This study would include a 
review of the need for present depletion allowances; income now 
excluded from gross income, such as social security payments and veterans 
payments ; and itemized deductions now permitted by the tax laws. 


Certain to be recommended for action during 1961 is a liberaliza- 
tion of depreciation allowances, and incentives for investment in 
plants and equipment. Investment incentives would permit taxpayers 
to take a deduction against taxable income to the extent that their 
total plant and equipment investments exceed depreciation deduc- 
tions, with limitations on annual amounts. This deduction would 
be based on increased investments, not just replacements. 


Another recommendation for action this year will be the elimina- 
tion of the present $50 dividend exclusion and the 4 per cent indi- 
vidual dividend credit. This recommendation made tax news in 1960 
when the Senate adopted an amendment to H. R. 12381—the rate 
extension bill—which would have repealed the 4 per cent credit. 
This amendment was deleted by the House-Senate Conference Committee. 
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Congress will be asked to extend 
for another year the existing corporate 
income and excise tax rates, all of 
which are scheduled to be reduced 
on July 1, 1961. Also expected is a 
recommendation to raise the gasoline 
tax by one-half cent to 4% cents, an 
increase from two to 4% cents tax a 
gallon on aviation gasoline, and a new 
4% cent tax on jet fuels. 


A tightening in the business ex- 
pense deduction area will also be in- 
cluded in the message, especially as 
to entertainment expenses. Newly 
appointed Treasury officials have been 
outspoken in the past on the need for 
tax law changes in the “expense ac- 
count” area. In 1960, Congress di- 
rected the Treasury to make a study 
of the abuses in expense account de- 
ductions and to make a report of its 
findings during this legislative year. 


As a method of holding or attract- 
ing foreign dollars, the President will 
recommend to Congress that there 
be a uniform tax treatment on the 
earnings on assets of foreign central 
banks. At present, income derived 
from foreign central banks on issues 
from bankers acceptances and bank 
deposits is exempt from tax under 
Code Section 861. However, income 
from United States Government se- 
curities is taxable to foreign central 
banks unless they are exempt from 
United States tax by a special ruling 
or by a specific tax treaty provision. 


Whether or not the President will 
recommend a temporary reduction in 
individual income tax rates will de- 
pend largely on the unemployment 
figures on April 1. The Samuelson 
Task Force Report, submitted to the 
President in January, suggested that 
a 7% per cent unemployment rate 
might be taken as a critical level for 
making such a recommendation to 
Congress. The December, 1960 un- 
employment rate was 6.8 per cent 
with indications the percentage is 
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higher at the present time. The Presi- 
dent has indicated he will recommend 
a temporary tax cut only as a last 
resort to get the economy moving on 
an upward trend. A slight rise in the 
economy by April will rule out the 
need for this tax-cut recommendation. 


The Congress 


“Medicare” bills introduced in Con- 
gress—A few days after the Presi- 
dent sent his message to Congress 
recommending legislation to provide 
medical and other benefits for persons 
retired under the social security and 
railroad retirement systems, com- 
panion bills were introduced in the 
House and Senate to get the legisla- 
tive machinery in motion. 


Congressman King of California, a 
member of the House Committee on 
Ways and Means, introduced H. R. 
4222—the Health Insurance Benefits 
Act of 1961; and Senator Anderson, 
a member of the Senate Finance Com- 
mittee, introduced a companion bill, 
S. 909. These bills, which carry out 
the President’s recommendations on 
health benefits for the aged, would 
provide the following benefits to per- 
sons retired under the social security 
and railroad retirement systems: 


(1) Inpatient hospital services up 
to 90 days, with a minimum payment 
by the retiree of $20, and a maximum 
payment of $90 of total hospital costs. 


(2) Skilled nursing home service, 
after leaving the hospital, for. a period 
up to 180 days. 


(3) Outpatient hospital diagnostic 
services with a $20 deductible cost 
for each diagnostic study. 

(4) Part-time nursing care, therapy 
and homemaker services in the patient’s 
home, up to 240 visits a year. 


Benefits for inpatient hospital serv- 
ices, outpatient hospital diagnostic 
services and home health services 
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Harris & Ewing 


TAX COURT 1961: Bottom row: Clarence V. Opper; Bolon B. Turner; J. Edgar Murdock, 
Chief Judge; John W. Kern; and Norman O. Tietjens. Middle row: Allin H. Pierce; 
Graydon G. Withey; Arnold Raum; J..Gregory Brus; Morton P. Fisher; and Craig S. 
Atkins. Top row: William M. Drennen; Bruce M, Forrester; John E. Mulroney; Russell E. 


Train; and Irene F. Scott. 


would start on October 1, 1962; skilled 
nursing home services would start on 
July 1, 1963. 


The costs of benefits provided for 
in these bills would be financed through 
the social security system. by an in- 
crease in FICA contributions of one 
fourth of 1. per cent on both employers 
and employees, starting on January 1, 
1963. The contribution rate on self- 
employed persons would also be in- 
creased by three eighths of 1 per cent, 
starting in 1963. The taxable earning 
base would be increased from $4,800 
to $5,000, starting in 1962. With this 
increase in rates, the FICA rate on 
both employers and. employees would 
be 3% per cent on the first $5,000 of 
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wages starting in 1963.. The tax on 
the self-employed would be increased 
to 54% per cent in 1963. 


Congressman King estimates that 
H. R. 4222 will cover 14% million of 


the estimated 1634 million persons 
who will be 65 years of age or older 
by 1963. 


Small business investment compa- 
nies.—Tax law changes to strengthen 
the financial positions of small busi- 
ness investment companies (SBIC) 
are contained in S. 903, introduced by 
Senator Sparkman, who is also -chair- 
man of the Senate Small Business 
Committee. This bill would amend 
Code Sections 165 and 166. 
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The bill would permit small busi- 
ness investment companies to estab- 
lish reserves for investment losses; 
establish reserves for bad debts; and 
grant an exemption to SBIC’s: from 
the accumulated earnings tax on earn- 
ings reinvested to provide additional 
financing for small business concerns. 


The exemption of SIBC’s from the 
surtax on personal holding companies 
would. also be clarified by S. 903. 
Existing law has been informally in- 
terpreted by the IRS to hold that 
stock of a small business concern ac- 
quired by an SBIC could be attrib- 
uted, by imposition of the constructive 
ownership rule, to a stockholder of 
the SBIC. 


Small business investment compa- 
nies would also be permitted to pass 
through their earnings to their stock- 
holders without the imposition of the 
corporate income tax. This change 
would give to small business invest- 
ment companies the same privilege 
now enjoyed by investment trusts 
under Code Section 851. 


Senate Bill 903 also provides that a 
Subchapter S corporation, known asa 
“tax option” corporation, could have 
a small business investment company 
shareholder and still. not lose its tax 
status as a tax option corporation. 


Withholding on dividends and in- 
terest.—Congress will again look into 
the need for amending the Internal 
Revenue Code to require the with- 
holding of income tax on dividend and 
interest payments by corporations and 
other paying institutions. During 
1960 the Senate Finance Committee 
directed its staff to study the effects 
of withholding on dividends and in- 
terest, but deferred further action 
until this year when the results of 
the Treasury’s voluntary reporting 
program will be known. 


One of the first chores given to the 
new Commissioner of Internal Rev- 
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enue, Mortimer M. Caplin, by the 
Senate Finance Committee was a 
request that he submit, a report some- 
time this month on the IRS audit re- 
sults of the Treasury program urging 
taxpayers to voluntarily report divi- 
dend and interest income on their tax 
returns. 


Commissioner Caplin’s report to 
the committee will show that there 
has been a 67 per cent increase. in 
reporting dividends. by a selected 
group of taxpayers in 1959 over 1958. 
The report will also show there was 
a 23 per cent increase in interest pay- 
ments in 1959 when compared to 1958. 
The committee will be told that divi- 
dend income reported on tax returns 
in 1959 amounted to $10:3 billion out 
of an estimated $13.4 billion in divi- 
dends paid by corporations in 1959. 
Interest income reported for-tax pur- 
poses in 1959 was $4.5. billion com- 
pared to the $13.4 billion estimated by 
the Department of Commerce as paid 
in that year. 


The Treasury has been reluctant in 
the past to ask Congress for statutory 
authority to require withholding of 
income tax on dividend and interest 
payments by paying institutions. This 
reluctance was based on the adminis- 
trative problems which would face 
the IRS, particularly as to interest 
payments, and the financial burden 
which would be placed on corpora- 
tions and other paying institutions. 


Commissioner Caplin told the Sen- 
ate Finance Committee recently that 
a statutory withholding requirement 
on dividend payments would present 
fewer administrative problems for the 
IRS than a requirement for interest 
payments. He felt that any require- 
ment for withholding tax on interest 
payments should make a distinction 
between interest paid by corporations 
on bonds and debentures, as con- 
trasted with private interest, and in- 
terest paid on savings accounts. 
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Meetings of Tax Men 


Miami Tax Conference.—The Six- 
teenth Annual University of Miami 
Tax Conference will be held April 
23-28 at the Carillon Hotel, Miami 
Beach, Florida. The sessions at Miami 
Beach will. be implemented with a 
week end in San Juan, Puerto Rico, 
where three lectures will be featured 
at an official technical meeting Satur- 
day morning on the University of 
Puerto Rico campus. This week end 
adjunct to the regular program is op- 
tional for these attending the Miami 
Beach sessions. The registration fee 
for those attending the full sessions 
at the Carillon Hotel is $125. 


Among those scheduled to lecture 
are Jacquin D. Bierman, B. Kenneth 
Sanden, Robert Anthoine, John S. 
Pennell, Laurens Williams, Allen 
Tomlinson, Albert B. Bernstein and 
Alan N. Polasky. 

Topics .to be discussed include 
abandonment losses, collapsible and 
Subchapter S corporations, partial 
liquidations, acquired losses and Sec- 
tion 129, estate and gift taxes, foreign 
situs trusts, and retroactivity in the 
administration of the internal revenue 
system. 

Further information is available from 
Dean Dan Steinhoff, Jr., Director, 
University of Miami Tax Conference, 
P. O. Box 8002, University Branch, 
Coral Gables, Florida. 


Tulsa Conference of Accountants.— 
The Fifteenth Annual University of 
Tulsa Conference of Accountants is 
scheduled to be held on April 19 and 
20. It is sponsored by the College of 
Business Administration of the uni- 
versity and by the Tulsa and Okla- 
homa units of nine professional 
organizations. Conference. chairman 
is Carl J. Senger, and Robert W. 
Haigh is the program director. 


The theme of the 1961 session is 
“Dynamic Controls Increase Profits,” 
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and speakers include W. H. Garbade, 
John T. Snyder, R. H. Nelson, J. D. 
Willson, James C. Cohrs and L. E. 
Elkins. Marshall McDonald will be the 
banquet speaker on the evening of 
April 19. He is vice president of fi- 
nance, Sinclair Oil & Gas Company, 
Tulsa. 


Registration for both days of the 
conference, including copies of all 
papers presented, is $6 per person. 
The one-day fee is $3 but includes no 
papers. Company registrations, in- 
cluding ten papers and permitting un- 
limited attendance by the firm’s 
personnel, are $100 each. Registra- 
tions are being accepted by Professor 
Paul J. Graber, head of the University 
of Tulsa Department of Accounting. 


Illinois Short Course on Estate 
Planning.—The Illinois State Bar As- 
sociation in cooperation with the Col- 
lege of Law of the University of 
Illinois is presenting a Short Course 
on Estate Planning at the college in 
Urbana, Illinois, on Friday, April 21, 
and Saturday, April 22. William K. 
Stevens will preside at the morning 
session on April 21, at which time 
Daniel M. Schuyler will speak on 
“Selecting the Situs of an Estate and 
Testamentary Trust.” 


Chairman of the Friday afternoon 
session will be Morton John Barnard. 
Speakers and their topics are as fol- 
lows: John R. Lindquist, “An Estate 
Plan for a Corporate Executive” ; 
Allison Dunham, “Changes Needed in 
the Principal and Income Act”; and 
William W. Brady, “Changes in Cor- 
porate Structure—Estate Planning 
Objectives.” Norman P. Jones will 
preside at the dinner session scheduled 
for Friday evening, and Merle. H. 
Miller will speak on “Estate Planning 
Pitfalls.” 


The Saturday morning session, un- 
der the chairmanship of Byron E. 
Bronston, will present a panel on 
solving selected drafting problems. 


TAXES —The Tax Magazine 








Participating will be Loren E. Juhl; 
Addis E. Hull, III; and William P. 
Sutter. Other topics and speakers 
will be “An Estate Plan for a Farmer,” 
by August Eckhardt; “Conflicts of 
Law Problems in Estate Planning,” 
by Eugene F. Scoles; and “Use of 
Trusts in Life. Insurance and Estate 
Planning,” by C. B. McCaffrey. 
Additional. information may be ob- 
tained from Wiiliam K..Stevens, vice 
president, Trust Department, The 
First National Bank -of. Chicago. 


Virginia Conference.—The Thir- 
teenth Annual Virginia Conference on 
Federal Taxation will be held at the 
University of Virginia, Charlottesville, 
Virginia, on June 22, 23 and 24. Chair- 


man of the Planning Committee is 
T. Grayson Maddrea, of Richmond. 


Petroleum Accounting Conference. 
—On April 28, 1961, a Petroleum Ac- 
counting Conference will take place at 
Wichita University, Wichita, Kansas. 


CPA Review Courses.—The De- 
partment of Accounting and the Ex- 
tension Division of the University of 
Alabama announce the Thirty-second 
Semi-Annual CPA Review Courses to 
begin on April 10. There will be in- 
tensive review sessions in accounting 
theory, accounting practice, auditing 
and commercial law. Write to CPA 
Review Courses, P. O. Box 2742, Uni- 
versity, Alabama, for additional in- 
formation. 
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Keeps Your Books in 
One Neat Place 





CCH'’s HANDYBOOK RACK 


CCH PRODUCTS COMPANY 

4025 W. Peterson Ave., Chicago 46, II. 
CCH: Send. . . . CCH HANDYBOOK 
RACKS at $2 each, postpaid, returnable 
within 15 days-if not satisfied. 


You May Also Want: 


. EYE-SAVER READING EASELS 
at $4.75 each, postpaid. (Positions 
reference books at right reading angle 
to cut look-up time and prevent eye 
strain.) 


[] Remittance herewith 


Send bill 


Signature & Title 
Firm 
Attention 


Street & Number . eas 
650—167 


City, Zone & State 
If ordering by letter or purchase order, 
please attach this eard. 





New 
from the house 


of good products 
CCH’ 
Handybook Rack 


If you’re a man who likes to keep his daily | 
within easy reach, in one convenient spot—y 
HANDYBOOK RACK. It does just this . . 


It's a HANDY TRAVELER, too. Weigh 
RACK can be easily moved from your desk to 
back again. 


MAR-PROOF LEGS prevent scratching of 


COMPLETELY ADJUSTABLE to a full 
a year’s supply of CCH books, periodicals, etc. 


FOLDS FLAT when not in use; takes uj 
unique self-locking feature, books won't slip ou 
so you get what you reach for. 


BUILT TO LAST, the RACK is brass-plat: 
construction. 


You'll like its HANDSOME APPEARAN 
soft finish, the RACK adds an attractive touch 
well at home. 





ORDER YOUR RACK TC 


CCH’s new HANDYBOOK RACK is ic 
It clears your desk for action . . . gives you m 
the perfect “little” gift as well. 


IDEAL ACCESSORY 


There’s a handy tear-off order card at the 
RACKS you'll need and we'll do the rest. No 
your HANDYBOOK RACK arrives, it’s ready 
$2 each, postpaid. 


z ’ 
Available from (© C H, PRODUC 
RASA. NANO MOYOONWN 


BOOKS B 
4025 W. PETERSON AVENUI 





ily reference books or magazines 
—you'’re sure to like this new 
. and more. 


eighing just under a pound, the 
to any other working area and 


g of wood or metal surfaces. 


full 1314” size, the RACK holds 
etc. 


-s up little room. Because of a 
> out—are held securely in place 


plated and reinforced by “no sag” 


ANCE, too. Polished to a fine, 
uch to your office; looks equally 


TODAY 


s ideal for the busy executive. 
u more working space. It makes 


ORY 


the left. Just tell us how many 
No assembling required. When 
eady to go to work. Price, just 


CTs, COMPANY, 


NMA HOH OON 
BY MAIL 


NUE, CHICAGO 46, ILLINOIS 





